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ABSTRACT
MONETARY POLICY AND THE SALES FINANCE INDUSTRY:
THE CANADIAN EXPERIENCE, 1953~1962
by Abrsham Tarasofsky,
Doctor of Philosophy,

Department of Economics and Political Sclence,
McGill University.

The procyclical and potentially misallocative and destabllizing
demand for commodity instalment credit is highly interest-inelastic,
and therefore virtually immune to conventional restrictive monetary
policy. It was constrained during World War II and the Korean War by
the regulation of down payments and repayment initarvals. These devices
vere inapplicable during the mid-'fifties, so the acutely inflation-
conscious Bank of Canada attempted to reduce the loanable funds of the
sales finance industry by curtailing its bank credit. The attempt failed,
because the abovementioned interest~inelasticity enabled the industry to
utilize nonbank money sources. During the late~!fifties the Bank at
least acquiesced in another such curtailment by the chartered banks
while fchejr invaded the industry's primary lending fields on a large
scale. These events strengthened existing diversification tendencies
within the industry, and may have increased thereby its vulnerability
to the disturbasnces that shook it during the mid-!sixties.



FREFACE

Monetary authorities have traditionally regarded the phenomenon
of commodity instalment credit as a potential source of difficulty in
the execution of monetary policy, especially during times of high demand.
Until the mid-ffifties, however, the policy-makers at the Bank of Canada,
like their counterparts elsewhere, had always confined their efforts to
regulate 1t to the imposition of minimum down payments and maximum
repayment intervals. Then a new approach was adopted--the terms of
commodity instalment credit were left undisturbed, but a concerted
attempt was made (and justified in terms of the recently-formulated
Gurley-Shaw thesis), to restrict the lemnding capacity of its predominant
purveyor, the sales finance industry. Since this study is, au fond, an
analysis and evaluation of this technique, on the above occasion and on
a later one when substantially analogous events occurred, it may be
presented as an original effort concerned with unprecedented Canadian
experiences. ]

There is another aspect to be mgntioned here. The presumption
has long been commonplace, but unﬁgsted, that, inasmuch as the central
bank's basic role is to "lean" against the cyclical trend of total
spenéing while those of the other financial institutions is to facilitate
it, their directional influences must necessarily oppose one another.

It seems likely that one reason for the failure of economists to

investigate this presumption, with respect to Canadian experience at

il



least, has been the unavailability of an objective system of identifying
the thrust of Canadian monetary policy in terms of sufficiently small
temporal units. Harry G. Johnson and John W.L. Winder therefore made a
very useful contribution when, under the aegis of the Royal Commission
on Banking and Finance, they constructed precisély such a classgificatory
system, covering an interval slightly longer 'than the one reviewqd
herein. By utilizing their work to examine this presumption in relation
to a specific group of financial institutions this study has thus acquired
a secondary element of originality.
Dr. J.A. Galbraith, Head, Department of Economic Resgearch, Royal

Bank of Canada, provi&zd essential assistance with the initial conception
of this study, and also made helpful conments at an intermediate stage.
The Librarian and staff of the library of the Royal Bank made availsble
much data and provided facilities.for examining them. Mr. C.H. Bray, _
Executive Vice-President, Federated Council of Sales Finance Companies,
was tirelsss in assisting the gathering of industry data. Dr. J. Singer,
of W.A. Beckett Associates, alsc rendered generous asgistance in this
regard, as did Mr. A. Labatt, of McLeod, Young, Wier and Co., and

Mr. K. Inch, of Industrial Acceptance Corporation Ltd. Several
individuals within the financial community kindly granted interviews
. and provided useful information on a nobforattﬁbution basis.
Professor A. Asimakopulos supervised the work, and gave of himself at

every stage.
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INTRODUCTION

The primary function of the Ganadia} sales finance company is
to provide commodity instalment credit--to purchase chattel mortgages
on automobiles and, to a lesgser but increasing extent, on various other
goods. Consumers constitute the majority of its debtors, but entre-
preneurs form a large minority. The latter is composed of three sub-
groups: automoblle dealers, financing inventories; purchasers of
commercial vehicles; and entrepreneurs borroﬁng to carry inventories,
factor receivables and engage in capital formation. The growth of the
sales finance :I.ndus.try' in recent years has been rémarkable. Within the
Canadian financial sector it now ranks second only to the banks, in terms.
of assets held.

Sales finance companies obtain the wherewithal for their
activities by borrowing from the banks, and by issuing debt and equity
securities of various .kinds. These lending activities and security
igsues are described in chapier I, which then takes' up another consider-
ation. The volume of debt securities that the larger companies (who
dominate the industry) issue has reached such proporbiﬁns as to qualify
them as important members of the set of institutions known as nonbank
financial intermediaries, or near-banks. A discussion developed during
the period covered by tﬁis study among students of monetary phenomena
concerning lthe respective roles of banks and near-banks, and the manner

in which they are and should be treated by the monetary authorities.

-l-



This was inspired by two writers, J.G. Gurley and E.S. Shaw, who

| maintained that there is no essential difference between these insti-
.mtions. Because monetary suthorities have traditionally operated, they
Aqurt_her maintained, from an opposing conception, they have pgraued
policies that were bouhd, given the growth of near-banks, to become
increasingly ineffectual against inflation and also inequitable to the
banks. Spediﬁ.cally, Gurley and Shaw argued that the sale of near-bank
liabilities and the concomitant purchaée of near-bank assets tend to
reduce the demand for money, snd thus contribute to inflationary
pressures. The central bank then allegedly responds by restricting the
money supply. This confronts the banks with two painful choices:
either to accept the destruction of part of their outstanding loans
receivable or to liquidate other earming assets under uhfavourable
conditions. Either cholice reduces their profits.

For the purposes of this study, it is useful to restate the
mechanics of the foregoing in the fo]lowing way. There exists, Gurley
and Shaw notwithstanding, a basic functional difference bétmeen banks
and near-banks such as sales finance companies. This difference arises
from the fact that the liabilities of the former constitute money while

. those of the latter do not. That makes it appropriate to regard the
borrowing and lending activities of sales finance campanies as
contributing to the velocity of circulation of money. Hence, there
are two ways in which these companies may serve as vehicles of
inflationary pressures. One way is by expanding the money supply
through increased borrowing from the banks. The other way is .by




increasing the velocity of circulation of the existing money supply--by
"getivating inactive bank deposits®. As to whether this behaviour is
always inimical to the concurrent pursuits of the cantral bank, this is
not a mutter that can be determined merely by a priori referenee to the
premise that the former is inherently procyelical and the latter inherently
contracyclical. Even if this premise were generally true, it would not
necessarily follow that the monetary authorities always respond with
restrictive action against the banksi |

Thus, we have the following basic empirical questions to explore
with respect to Canadian experience between 1953 and 1962:

1. Did the sales finance industry ganerally tend to
promote inflationary (and deflationary) pressures?

2. Did it tend to oppose monetary policy?

3. If so, what was the response of the Bank of Canada?
Was that response appropriate?

Before proceeding any further, it is necessary to congider various
aspects of the Bank of Canada's perspsctive and modus operandi during
these years. This is dome in Chapter II. Mr. Coyne's pronouncements and
general tactics leave no doubt that he was obsessed by the threat of
inflation and saw himself as a much-maligned solitary crusader againsgt
its manifestations. The evidence, however, makes it clear that, with
the exception of the sales finance industry, the Bank's managément did
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not accept the basic Gurley-Shaw thesis as to the roles of banks and
near-banks. It therefore implemented general monetary policy by |
operating on the cash reserves of the banks, leaving it to the market

to allocate the money supply among financial institutions. We also learn
something else of definite interest. When, during the mid-!fifties, the(
sales finance industry was seen by the Bank of Canada as a prime obstacle
to anti-inflationary monetary policy and therefore subjected to drastically-
reduced bank credit, it was also regarded as constituting unfair competiticn
to the banks and the other near-banks. But in the late-'fifties, when the
industry's bank credit was again restricted in analogousicirclmstances,

the Bank took the view that institutional equity had been restored.

We next consider, in Chapter III, how the extension of commodity
inatalmeﬁt credit might affect the economy. Although it cannot be
asserted categorically that borrowers would not otherwise currently buy
the goods they thus finance, or that their subsequent expenditures on
goods ars reduced 'by. repayments, there exist plausible reasons for
assuming that borrowing increases current aggregate demand and repayments
decrease it, correspondingly. This assumption enables us to regard the
cﬁange in the sales finance industry's total outstandings as the measure
of the industry's direct impact on the level of current aggregate demand.
This effect camiot, however, be evaluated in isolation from the general
state of the economy. During boom times demand for all types of credit
is high and, therefore, the loans made to these borrowers tend to
represent loans denied to others. Hence, aggregate spending is probably



not rendered much higher than it would otherwise have been. (The
composition of total output is, of course, materially altered.) During
slack times when demand for credit is low, no such diversion takes place.
Consequently, the level of aggregate demand is elevated. This direct
impact, however, is not- thé whole of the industry's effect on total
spending. There are also accelerator-multiplier effscts to consider.

The ac@erator aapecfs" of these effects are impossible to evaluate in
the abstract, but the multiplier ones are less difficult. It accordingly
seems likely that, because of the periodic, fractional. repayment mechaniam
of ingtalment credit, a given expansion in the industry's total out-
standings will produce its most significant expansionary effects on the
level of total spending in the first few subsequent periods. A simple
hypothetical model, based on consumer commodity instalment outstandings
in the U.S., suffices to suggest that the main impact of this type of
credit may be two-fold. On the one hand, it may slightly delay and
deepen the troughs in the general levels of economic activity but, on
th‘e other hand, it may atrengthgn the subsequent recoveries.

Another factor of relevance to the econcmic role of commodity
instalment credit is the capacity of the producers of the goods whose
acquisition it finances to promote eeononiic instsbility in their own
right. This cgpacity is attributable to the fact that the goods involved,
especially automobiles,. are relatively durable. Consequently, a substantial
fluctuation in their demand is capable of generating correspondingly
substantial fluctuations, via replacement cycles, in the future. In this
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context, sales financing should be seen as an accessory, rather than a
prims mover, in the dastabmsing, process; nevertheless, thers thus
exists sn additional way in which the sales finance industry may
contribute to economic fluctuations.

Chapter IV deals with the impact of the Canadian industry between
1953 and 1962. In his Annual Report for 1956, Mr. Coyne made the following

assertions:

1. The industry generally tends to promote inflationary

and deflaticnary pressures.

2. It also generally tends, unlike other financial
intermediaries, to oppose monetery policy.

3. It is able to fend-off general anti-inflationary
monetary policy because the demand for its facilities
is more .:Interes‘b-inelas‘.b:l.c than those for other types
of credit. This enables the industry to attract
funds by offering interest rates that the other
intermediaries cannot maﬁch.

he Thus, the industry, in addition to obstructing the
stabi]izing efforts of the Bank of Canada, also tends
to channel spending into the area of consumer durables,
at the expense of other areas mofe beneficlal to the

Canadian economy.




He alao reported that the industiry had rejected his requests for restraint
during prevailing inflationary conditions, and that he had therefore
ingtructed the banks to curtail their loans to its members.

Iwo groups of empirical data are available pertaining to the
cyclical behaviour of the Canadian sales finance industry. They both
tend to confirm that its total outstandings did, during the decade under
review, vary in a strongly procyclical direction. They also tend to
confim that thelr peaks and troughs lagged slightly behind those of the
general level of economic activity. (Similar implications emerge from
roughly analogous U.S. data.)

In an effort to ascertain whether the industry's overall activities
during this decade did, in fact, tend to oppose the thrust of monetary
policy, an experiment was conducted. The Johnson-ﬁinder qualitative
classification of monetary policy was used as a temporal backdrop, on
which were superimposed the movements of various indicators of the
industry's lending cperations. It was found that, subject to some
| si@iﬁcant exceptions, the industry did tend to work in opposition to
the Bank of Canada. It was also‘found, however, that the same can be
sald of other suppliers of analogous forms of credit, including the banks.

The impact on the sales finance industry of monetary policy between
1953 and 1962--in both its general and specific forms--was, of course, part
of the impact on it of the overall Canadian economic experience of that
decade. It is therefore necessary to examine the former within the context
of the latter. An analysis, in Chapter V, of the industry's internal



development gives further substance to our earlier impression of striking
growth. It also reveals a merked effort on the part of the industry to
reduce its dependence on the banks as suppliers of loanable funds. This
effort led it to make ever-increasing use of the money market, but,
because of imperfections thérein, it was forced to issue more long-term
debt and equity securities than it would have liked. As a result, its
rates of profits declined, espécially during the later years. We can say,
in gummary, that wiile it is unlikely that the Bank of Canada ever
succeeded in spprecisbly restricting the industry's cutlay capsbilities,
it did cause it to significantly restructure both its cutlays and its
borrowings. (It also appears that the conventional view that the industry
has the capacity of paés:lng on to its debtors, and therefore paying to its .
creditors, relatively high interest rates is aubstaﬁtially, though not |
quite entirely, tgye.)‘ Tb give substance to the foregoing, it is necessary
" %0 note the extremely high level of concentration within the industry.
Three firms account for about two-thirds of its business. Of these, twc,
Industrial Acceptance Corporation and Traders Finance are relevant to this
study. (The third, Gemeral Motors Acceptance Corporation, is, not really
vulnerable to Bank of Canada action.) An examination of its development
confirms that IAC was always able to offset restricted bank credit by
borrowing elsewhere. The same is also true of Traders Finance, but it,
because of its dependence on the Ford Motor Company and less competent
management, was not as successful as IAC was in taking advantage of the
opportunities afforded by an expanding market. It also diversified into



other areas of activity more than most other large companies did; though
'thsy all diversified widely during this decade.

The Gurley-Shaw-Coyne ;ndicﬁent of the sales finance industry
~ was found in Chapters IV and V to be basically valid, ,ﬁm respect to the
interval 1953-1962. The industry did constitute during those years a
strong destabiiizing force largely beyond the reach of general monetary
policy. This was not the first time that it had functioned that way, nor
was Canada's experience unique, before or during the 'fifties. Many other
countries underwent similgr experience with commodity instalment credit.
They usually responded, as did Canada diring World War II and the Korean
War, by augmenting ordinary tight money policies with special regulations
min:!hi_.zing down payments and max:i.nﬂ.siﬂg,repaynent intervals. Occasionally,
the ability of sales finance companies to issue securities was also |
restricted.

As was implied earlier, it is doubtful whether these regulatory
devices have ever succesded (or ever can succeed by themselves) in
rendering the aggregate level of spending very much lower than it would
otherwise have been. The suppressed demand for consumer durables probably
n_xanifested itself in other forms of spending. Also, there is reason to
believe that the subsequent lifting of these temporary controls unleashed
the previously pent-up forces, although it must be admitted that this may
usually have happened at times when the economy stood to benefit, being at
a relatively low ebb. There algo exist various other arguments for and
against selective regulation by these means during peacetime. They add
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up the conclusion that no unqualified generalization is possible as to
its net desirability. (About the most that can be said is that the
combined use of controls on down-payments, repayment intervals and all
borrowings by sales finance companies would at léast reduce the
volatility of the automobile :lndnsf)ry. Even on this score, however,
the fact is that an excise tax on automobiles would probably be more
effective, as well as more equitable.)

Given the above considerations, the Bank of Canada's dilemma in
1955, when an almost unprecedented upsurgé in demand for automobiles
occurred, was a very awkward one. But the fact remains that the means
chosen to resolie“ it were highly inappropriate. It is uniikely that they
succeeded in curbing either the volatility of the producing industries
involved or the ez!.sting inflationary pressures. The level of sales
ﬂnancing.p_robably remained just as high as it would otherwise have been,
with the large lenders expanding at the expense of the smaller ones,
because of their access to non-bank credit.

There is a temptation to make a similar judgement with respect
to the 1959 restrictions of bank credit to the industry. But, as was
suggested above, this situation is more complex as. regards the Bank's
motivation than the earlier one was. A weighing of the evidence produces
the impression that the Bank was attempting to restrict the industry more
than the level of commodity instalment credit, and that may explain why
it acquiesced in the entry of the banks into this field on a large scale.
VWhile it may well be that this was not an unwelcome development from its
standpoint (after all, the chartered banks are vastly more malleable),



the impact on the industry could only be negative. It strengthened

its existing fears that the Benk of Cenada had placed the mark of Cain
on it. It made it even more concentrated than before. It substantially
undermined its traditional pre-eminence in the field of commodity
instalment credit, and augured-ill for its future >ole therein. Thus,
it encouraged the industry to diversify, at an increasing rate, both
its outlays and its borrowings. This dual diversification, as later
events have tended to confimm, helped expose same of its members to
serious liquidity problems.



CHAPTER I

THE CANADIAN SALES FINANCE INDUSTRY
AND ITS FUNCTIONS

The Origin of the Canadian Sales Finance Indugtry

Canadian sales finance companies developed in response to a
growing need for types of credit which neither tihe chartered banks, on
the one hand, nor the trust, insurance and similar companies, on the
other, could adequately provide. The former, by statutory constraint,
confined their lending activities to the short term, while fhe latter,
as a matter of basic policy, operated in the long. The evolution of the
automobile, during the 1920's, from the status of a Veblenesque toy of
the rich to that of the primary means of North American road transpor-

- tation, created a demand for credit facilities yh:l.ch would make it
accessible to the middle' class. Given the ' ~asonably determinate useful
. 1life of the automobile together with its other tangible features, it

was an ideal intermediate-term chattel. In the decades that followed,
similar facilities were created for various other consumer durable goods.

The volume of lending done by Canadian sales finance companies
expanded as rapidly as its scope, especially in the post-World War IT

period. Large and growing volumes of loans were also extended to
commercial and industrial establishments for capital formation znd for



the financing, or factoring, of their receivables. In addition, the
industry's earlier inhibition againsf; direct loans to consumers had, as
the result of the acquisition or establishment of subsidiaries operating
in that field, largely disappeared.l We will review these developments
in same detail below; now it is useful to describe the gemeral nature
and operating characteristics of the erganization known as the Canadian

sales finance company.

Iypes of Loans Extended by Canadian Sales Finance Companies

In the retail field, the sales finance company comes on the scene
operationally only when the retailer decides to convert his instalment
receivables into cash. Having 'so decided, the dealeor Hgells® the
acceptances, or contracts, in question to the sales finance campany.

The dealer remains ultimately responsible for the balance outstanding

in the event of the customer's default, but he also retains ultimate
repossessibn rights to the goods involved. (Usually, however, this
liability and right are more nominal than real: the sales finance
company generally takes over both.) The customer, when he buys on the
instalment plan, undertakes to pay a specified finance charge, to be
incorporated into his periodic remittances. The sales finance company
usually agrees, as part of its predetemmined arrangement with the dealer,

1submission by the Federated Council of Sales Finance Companies
to The Royal Commission on Banking and Finance (cited hereafter as
"FCSFC"), p. Te
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to share this income with him, subject to a specified "reserve" which
is provisionally withheld for a variety of contingencies.

, Tn its operations involving automobile dealers, .the sales
finance industry also carries on large scale "wholesale" lending,
whereby the dealers finance their inventories of. unsold vehicles.
These lending activities are at once separate from and integral to
loans to dealers on their. retail operations. In a substantive, though
rot necessarily formal, sense the following procedure is generally
adopted. The mamufacturer, simultsnecusly with his shipment of the
vehicles, turns over his receivahle contract to the sales finance
company designated by the dealer. After a dslay corresponding to the
trensit period, the sales finance company pays the manufacturer the
sale price of the shipment, and tht;s acquires his interest in t.h; -
vehicles involved. When the dealerhﬂsells each vehicle, he remits 1ts
purchase price to the sales finance company plus a predetermined
finsnce charge.2

One other aspect of sales finance company operations, closely
linked to the two foregoing ones, relates primarily to autcnobile
dealersB--the so-called "capital loans". Not infrequently, a dealer
who wishes to expand or improve his premises or facilities is unable
to obtain the necessary funds from other credit institutions. He

2hnid.

3certain other types of retailers also obtain capital loans from
sales finance companies, but they are aggregatively inconsequential.
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then turns to the sales finance company with whom he does either or
both his retail or wholesals business. (Indeed, the very fact that he
maintains these relationships may inspire a distinct preference for using
the sales finance company's facilities for these purposes.) Capital
loans vary widely in type, ranging from outright unsecured loans to
mortgages on immoveable property, and having terms extending from one
to several years.h Although quantitatively a minor part of the overall
operations of the sales finance industry, they are by no means insig-
nificant to the stability of the relations between the sales finance .
company and the automobile dealer. The industry's lendings to commercial
and industrial borrowers for capital formation and financing of accounts
receivable are, as was noted above, widely varied and increasingly
significant in scale, though their magnitudes still rank far below those
 just discussed. The mechanics are similar to those adopted by the
conventiénal suppliers of these types of credit and need not be

described in detail here.

Types of Liabilities Incurred by Canadian Sales Finance Companies

As for the sources of the sales finance industry's "productiee
the use of money, they too have Become quite variegated in recent times.
In the early days, sales finance companies obtained slmost all their
funds from the sale of equities and by bomwiné from the chartered

hposre, p. 23.
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banks: the issue of bonds and debentures were 'rarely resorted to.
This changed after World War II, when the traditional sources proved
to be inadequate to meet the unprecedented levels of demand for consumer
goods. The existing short~term securities markets in Canada amounted to
1ittle more than a mechanism for the issue of federal government securi-
ties, but with the advent of large-scale debt issues by one or two of
the largest sales finance companies if began to evolve into what later
became the first real money market in our hirctory. Toda‘y, in a far more
aophisticated institutional setting, sales finance company issues
constitute one of the largest debt securities groups in the private field.
Most of the debt issnes offered by the industry involve securi-
ties having maturities ranging from 30 days to 365 days, although socme
run for as long as three years. These short-term notes are usually
secured in the same way that bank loans are: by ingtalment notes
receivable having a nominal value in eicess of the principal of the
outgtanding notes payable. The extent to which the industry has come
to rely on this source of funds is indicated by its almost four-fold
increase in volume, over an interval of only six years, to an average
total debt amounting to scme §1.6 billion by 1959’-:!.961.5 This of course
commotes a very rapid and extensive evolution of market institutions and
relationships, but many significant imperfections have remained. Moreover,
the industry's activities in these areas are dominated by the handful of

5Thid., p. 72.



large firms. Given thedr relatively short period of maturity, most
short-term notes are not callable before due date. In an effort,
therefors, to achieve the sort of flexibility that bank loans--the
money source that shori=-term notes are intended to supplante=permit,

the 1ssuing firms spread out their maturities so that due dates arrive
every few days. Hence, if additional short~termm funds are not needed,
they can simply retire maturing notes and refrain from issuing new

ones. There exiat, however, various instimt:lonai factors which tend

to induce discontinﬁities in these flows. These are hinted at more than
once in the industry's submission to the Porter Commission, by references
to "the need to stay in the market for regular suppliers of short-term
funds",6 and the like. The nominal, if usually uninvoked, feature of
most wholesale paper held by sales finance companies, namely that the
loans in question are payable on demand, also confimms their existence.
They are also implicit, as we will see further below, in the fact that
the larger companies generally carry stocks of highly liquid marketable
securities which give relatively low yields.

Similar market imperfections also exist with respect to the
industry's ;ong-taxﬁ borrowings. These borrowings are géﬁerally
accomplished by the issue of long-term notes payable and debentures.
The former are secured, like their short~term counterparts, by

6rbid., p. 72.



predetermined amounts of instalment receivable paper,7 while the latter
constitute general charges against the borrowers' unpledged assets.
Long-term notes issued by salés finance companies are often character-
iged by a number of interesting features. These include restrictions
on the maximum total unsecured debt and on shareholders' equity, as
well as penalty provisions for calling notes for redemption before
maturity., There have been a few instances where the genersl public
has been given the opportunity to participate in the purchase of these
notes, but in the main they are sold to so-called "institutional®
lenders, such as insurance companies.

As might be expscted, the sales finance industiry strongly
desires to avoid holding significantly more money than it can usefully
employ at any given time. It has learned, however, that the short=-term
money market can be quite mercurial and the chartered banks even more
80, as we will see in considerable detail below. Hence, basically, its
emergence as a substantial borrower of long-term funds. But, as with
its short-~term borrowings, its long-term borrowings are subject to
certain institutional factors. Something of their tensions and
uncertainties can be discerned from even a cursory description of the
use that the industry makes of another long=term borrowing device, the
sale of debentures. Since debentures are unsecured liabilities, they

7Indeed, they are usually issued in conformity with the same
trust deed as short=term notes, with which they rank equally as to
realization and other rights. (FCSFC, p. 75.)

BIbido, PPe. 75-760



combine with equity to form the base on which specified maxima of

other borrowings can be built. They also offer other advantagez to the
borrower, both intrinsically and in comparison with redeemable preferred
shares, securities which perform partially analogous functions. For
example, interest paid on debentures is, like interest costs generally,
dédnctible from the taxable incame of the issuer, while dividends on
capital stock, preferred or common, are nmot. Perhaps for these very
reasons, the sale of debentures by sales finance companies is usually
subject to unique restrictions and reservations. These vary from
provigions in debenture trust deeds requiring minimum past earnings and
certain ratios between total debenture indebtedness and shareholders!
equity, to attaching to the debentures common stock purchase warrants
or conversion privileges. The former condition gives the lender some
assurance as to the borrower's ability to make the necessary interest
and principal payments, while the latter tends to emccurage the lender
to accept lower interest terms by offering him the opportunity to
participate in the borrower's residual profits.

The gales finance iﬁdustry's use of bank credit is but one part
of a wider, more complicated relationa!ﬂ.p. A number of other factors
are also involved. On the one hand, the banks have been emerging,
increasingly in recent years, as competitors of the industry. On the
other hand, the banks have been the major vehicle of monetary policy in
general, and as directed towards the sales finance industry in particular.
Specifically, the restriction of its bank credit has been the primary



device with which the central bank has attempted to impose discipline
on the industry. These, and related matters, are central to the theme
of this study, and will be explored extansively below.

The Growth of the Canadian Sales Finance Industry

within the Flnancial Sector

Canadian sales finance companies, together with consumer loan
companies, today rank second (though distantly) to the chartered banks
among Canada's main financial institutions, excluding life insurance
companies and pension funds, in terms of total assets. Thirty years ago,
the situation was radically different. Then, sales finance and consumer
loan companies stood lowest by far among the group of seven. As
Tables I-1 and I-2 show, these companies have over the last two decades
been by this criterion among the fastest growing of Canada's financial
institutions.9 Even more striking overall progress was ma&e by sales
finance companies in terms of the absolute and relative growth of
organizations operating in the field of consumer credit. This is
indicated by Table I-3. The magnitudes involved are given some
perspective by Table I-l, which gives ratios of consumer indebtedness,
excluding personal mortgage debt, to personal disposable income for
the postwar years to 1962. Over an interval during which this ratio
expanded almost four-fold, the industry's share of total consumer

9 ort of the Royal Commission on Banking and Finance, Ottawa,
Queen's Printer, 196k, pp. 106-7. (Cited hereafter as "Report".)



TABIE I=-1

ASSETS OF THE MAIN FINANCIAL INSTITUTIONS
(millions of dollars, year end)

1935 1945 1950 1955 1962

Bank of Canada
Chartered Banks®
Quebec Savings Banks
Trust Companies
Mortgage Loan Companies
Caisses Populaires and Credit Unions
Finance and Consumer Loan Companiesb
Industrial Development Bank
Sub Total ‘

Life Insurance Assets in Canada
Pension Funds®
Mutual Funds®

Sub Total.

Fire and Casualty Insurance Assets
in Canada d
Total
Primary Debt Outstanding

Institutional assets as a percent
of primary debt

308 2,032 2,350 2,620 3,321
2,81 5,997 7,918 10,440 14,848
77 113 20} 265 357
225 266 il 2L 1,877
230 235 367 570 1,286
11 e 302 643 1,666
80 100 L68 1,24 2,247

- 10 31 181
3, 5923 12,081 16, 25,693

1’ 991 3:125 )4330,-!» 6,0)43 ' 9:950
No8e N.a. 8756 1,8358 h’572
RNelo Nele 191 710

1,991 3,125 ;_y’ 22:!.Eg 8,069 18,232

226

12,163 25,961 31,721 Lk,050 71,983

L7% L7% 56% 58% 59%

Canadisn plus net foreign assets, excluding items in transit.

b In order to provide a consistent series we exclude some assets for which
information is not available prior to 1960. At the end of 1962 total
assets were $2,689 mn. compared to the $2,247 mn.-  shown.

¢ Data for pension funds and mutual funds in 1935 and 1945 are not
available, but the amounts are known to have been small.

d fThe gmounts shown include claims on financial institutions held by other
institutions in the Table, for instance loans and holdings of cash. Thus,
the total includes some double~counting of institutional assets.

® Estimated.

Source: Report of the Royal Commission on Banking and Finance.
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TABLE I-2

ASSETS OF THE MAIN FINANCIAL INSTITUTIONS
(percent distribution)

1935 1945 19% 1955 1962
Bank of Canada S 16,5 13.2 10.3 7.6
Chartered Banks Wil  U48.8 L3  W0.9 3449
Quebec SaVings Banks 10,.]. 1.2 1.1 1.0 0.8
Trust 'Gompanies' . h.O 2.2 2-5 2.8 hoh
Mortgage Loan Companies hel 1.9 2.1 2.2 3.0
Calsses Populaires and Credit Unions 0.2 1.1 1.7 2.5 3.9
Finance and Consumer Loan Companies 1. 8 2.6 he9 5.3
Industrial Development Bank - 0.1 0.2 0.2 O.h
Sub Total - 60.8 T2.7 67.6 64.8 60.4
Life Insurance Assets in Canada 35.2 254 24 23.7 23.4
Pengion Funds n.a. n.a. 4.9 7.2 10.8

Mutual Funds s T - 19 Nede 2 07 l.
Sub Total 35.2 25. 29.2 31.6 35.8

Fire and Casualty Insurance Assets ' ,

in Canada 4.0 1.9 3.2 3.6 3.7
Total 100.0 100.0 100.0 100.0 100.0

Source: Réport of the Royal Commission on Banking and Finance.



TABLE I-3

MAIN TYPES OF CONSUMER CREDIT OUTSTANDING
(December 31)

Sales Finance Consumer Loan Hetall  Chartered  Credit Unions and

Companies _ Companies Dealers Banks Caisses Populaires® Other®  Total
$ MILLIONS
1915 8 30 looe 3 25 152 388
19% 202 93 45k 22} 76 182 1,231
1953 516 176 62 308 133 233 1,990
1956 756 356 798 435 209 281 2,835
1957 780 362 826 va 29 308 2,946
1958 : 768 401 861 553 ) 317 3,194
1959 806 8L 915 719 363 336 3,623
1960 828 549 960 857 117 358 3,969
1961 756 5oL 1,006 1,030 503 375 L, 26}
1962 772 689 1,039 1,183 56oe ' 398 L, 610
PERCENT DISTRIBUTION

1945 2.1 7.7° 25.8¢ 18.8 6.4 39.2 100.0
195 16.) 7.6 36.9 18.2 6.2 14.8 100.0
1993 25.9 8.8 31.k 15.5 6.7 1.7 100.0
1956 26.7 12.6 28.1 15.3 7.4 2.9 100.0
1958 24.0 12.6 26.9 17.3 9.2 9.9 100.0
1959 22,2 13. 25.3 - 19.8 10.0 9.3 100.0
1960 20.9 13.8 24.2 2.6 10.5 9.0 100.0
1961 17.7 13.9 23.6 24.2 1n.8 8.8 100.0
1962 16.6 14.8 22.4 25.5 12.1 8.6 100.0

8 Includes small amounts of caisses populaires non-personal lending.

b Principally insurance company policy loans: algo including Quebec Savings Banks.
® Estimated.

Scurce: Report of the Royal Commission on Banking and Finance.
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TABLE I-)

RATIO OF CONSUMER CREDIT TO FERSONAL

DISPOSABIE INCOME

Congumer Credit Personal Digposable Income Ratlo
Year-end $ mn $ m %
1945 388 8,617 he5
1950 1,231 13,670 9.0
1953 1,990 16,848 11.8
1956 2,835 20,888 13.6
1958 3,194 23,362 13.7
1959 3,623 2l, 526 14.8
1960 3,969 25,186 15.6
1961 lt,26) 27,086 15.7
1962 Ly, 640 28,646 16.2

Note: If estimated pergonal mortgage debt were included, the ratio of

all consumer debt to personal disposasble income would be

approximately 50%.

Source: Report of the Royal Commisgion on Bimking and Finance.
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credit outstanding expanded eight=fold. This quite remarkable rate

of growth is underscored by the behaviour of the other suppliers of
consumer credit, shown on Table I-3. The experience of the chartered
banks during these years is especially significant, and will be
explored below. Here, it might be noted merely that the relative
share§ of the consumer credit field held by sales finance companies
and banks, as groups, have tended to vary in opposite directions. It
will be observed, moreover, that this tendency was particularly strong
during the latter part of the 'fifties and the start of the 'sixtiegs--
years during which the activities of the Bank of Canada and its
Governor were esgpecially "notable"--and that the relative share of
saleg finance companies declined throughout. (The same interval, on
the other hand,‘ saw the consumer loan company group, with which menbers
of the sales finance industry have become increasingly involved, on the
whole retain its relative share of the field.)

Some Preliminary Observations concerning the Internal

Development of the Canadian Sales Finance Industry

We will have occasion in a later chapter to analyse the internal

development of the industry, during the decades under review, in consid=
erable detail. There the purpose will be to infer the impact on it of
monetary policy, in both its general form and its specific manifesta-
tions vig-a-vis the industry. It is useful, however, at this stage,

to note briefly a few broad aspects of this internal development.
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If one thinks of the financing of the inventories of automobile
dealers as being basically part of the field of consumer credit, then
it can be seen from Table I-5 that the interval between 1951 and 1962
saw the industry start and end with 70% of its receivables concentrated
there. But this represents the interval's minimum. Actually, the
industry's relative degree of involvement in that field rose quite
sharply during the Pirst few years of the 'fifties and then, somewhat
less rapldly, returned to its initial level. Its absolute commitment
more than trebled. If, however, inventory loans to automobile dealers
ars séparated, the Table shows that the industry's proportionate
commitment to financings of vehicles sold to private consumers and its
proportionate commitment to financings of vehicles not yet sold {i.e.,
wholesale finance) changed quite frequently in relation to each other.
Sometimes they varied inversely rather sharply, as between 1951-53;
at other times they moved together, as say, between 1959-61.10

The financing of vehicles bought by commercial and industrial
firms provided by sales finance companies also varied significantly
during this interval. Furthermmore, since these users of vehicles, like
private ones, generally acquire them from dealers, it is likely that
there also exists a relationship between this type of industry activity
and its dealer inventory lending. It is interesting that while the
relative deployment of the industry's lending reflects a volatile and,

1073 6 financing covers both new and used vehicles.



TABLE I-5
SALES FINANCE COMPANIES: MAIN RECEIVABLES®

Congumer Goods WWholesalg"  _ Commercial and Industrial
Cars Other Total Finance Vehicles Other Total Total
$ MILLIONS
1951 161 2} 186 - 108 95 33 128 h2l
1953 B1 105 516 15 123 61 18} 816
1955 478 121 599 145 106 85 192 936
1957 636 1hl 780 202 135 153 288 1,269
1959 610 196 806 197 138 206 3Lk 1,346
196 569 187 756 184 138 257 399 1,335
1962 593 179 771 237 146 - 279 h25 1,433
PERCENT DISTRIBUTION '

1951 38.2 5.7 .2 25.7 22.6 7.8 30.4 100.0
1953 5.4 12.9 63.2 1h.1 15.1 :7.5 22.5 100.0
1955 5l.1 12.9 64.0 15.5 11.3 9.1 20.5 100.0
1957 50.1 11.3 61.5 16.0 10.6 12.1 22.7 1000
1959 5.3 145 5.8 1h.6 10.2 15.3  25.5 100.0
1961 12.6 1k.0 56.6 13.8 10.3 19.2° 29,6 100.0
1962 WM.t 12.5 53.8 16.5 10.2 19.5 29.7 - 10040

This Table does not include some additional business receivables for which information is not available
prior to 1960. A recently published DBS survey of financial institutions indicates that these

receivables increased from $77 million at the end of 1960 to $259 million two yaars later. (See DBS
publication No. 61,006.

b Tnig category conslsts of loans to automobile dealers for inventory ﬁnancing;

Source: Report of the Royal cdmnission on Banking and Finance.
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over most of the interval, a decreasing tendency with respect to
privately purchased vehicles, it decreased very sharply at first but
later became stabilized in the case of vehicles sold to fimms.

o Significant developments also occurred in the 'industry's other
areas of activity, as is further apparent from Table I-5. Its relative
commitment of lending capacity to "other" consumer goods rose sharply
between 1951 and 1953, and then tended to fluctuate around that higher
level. The relative share of "other" commercial and industrial
financing, on the other hand, has only recently begun to show signs
of reaching a plateau, having been subject to an appreciable growth
rate throughout most of the 'fifties. Again, given the overall growth
of the industry during this period, these increases loom even larger
when viewed in absolute temms.

Table I-6 gives an overview of the industry's operations as a
borrower or other acquirer of funds during the same | period. Since money
is the industry's only "input® and "output" it is obvious that the
absolute changeé reviewed above in its receivables will, in the aggre-
gate, occur correspondingly in its liabilities. As regards the compo-
sition of those liabilities, the trend towards long rather than short-term
borrowing has aiready been noted. Here, it might be observed further that
it is misleading, however, to think in terms of the industry as a whole.
The Table gives figures only for the aggregate of the firms outside of
the ten largest companies for the year 1962, but this is enough to raise
the suspicion that the experiences and situations of the two groups



. TABLE I-6

LIABILITIES OF SALES FINANCE COMPANIES®

Bank  Short Term

Long Term Bonds and Other Capital and
Loans Notes NotesP  Debentures Lisbilities®  Reserves Total
$ MILLIONS
1953, 10 largest companies 191 212 10 10} 108 8l 839
1957, 10 largest companies 156 1409 227 193 158 1143 1,286
1962, 10 largest companies 90 515 691 2n 2l 1,81h
1962, all other companies 65 49 bl 37 47 22
1962, TOTAL 155 56} 735 31 288 2,056
PERCENT DISTRIBUTION

1953, 10 largest caompanies 22.8 26.2 16.7 12.) 12.9 10.0 100.0
1957, 10 largest companies 12.1 31.8 17.7 15.0 12.3 11.1 100.0
1962, 10 largest companies 5.0 28.1 38,1 15.3 13.3 100.0
1962, all other companies 26.9 20.2 18.2 15.3 1.} 100.0
1962, TOTAL 7.5 27.44 35.7 15.3 14.0 100.0

b Two years and over.

C , Principally accounts payable, unearned service charges and dealer reserves.

Source:

Report of the Royal Commission on Banking and Finance.

The 10 largest companies are those reported in the submission of the Federated Council of Sales Finance
Companies. Data for 1953 and 1957 are from Table 61 of the submission and refer to fiscal year ends.
, Calendar year end data for 1962 are fram the DIBS survey of sales finance companies.



were markedly different. These and similar possibilities have a
variety of implications which, given the high degree of concentration
that prevails within the industry, have, as we will see below, a
definite qualitative as well as quantitative significance. Much the
same may be said, a fortiori (as will also be seen below), of the use
made of bank loans during the interval.

A preliminary word about profits is in order at this point.
Table I-7 gives a summary of the operating results of sales finance
companies and consumer loan companies for the years 195k, 1957 and 1961
in respect of the fommer, and for 1957 and 1961 in respect of the latter.
The virtual absence of standardized accounting techniques and termi-
nology, beyond certain minima, renders any attempt to make comparisons
between firms within the same industry, to say nothing of firms
operating in different industries, a very treacherous business indeed.
Still, it might be observed, while acknowledging this caveat, that the )
after-tax profits of both types of finaneial institutions, expressed
as a percentage of total assets, do not sppear to have been notably
unstable over the years. They also apparently compare rather favourably
with the rates of profit earned by other Canadian financial intemediariﬁs.
This seems to be especially true of the consumer loan companies. The
Porter Commission found, for example, that these companies earned a rate
of profit that is double those earned by mortgage loan companies and
banks. As for the sales finance companies, their profit rates were

appreclably lower than those of the consumer loan companies--a fact



TABIE I-7

REVENUES AND EXFENSES
(percent of total assets)

Sales Finance Consumer Loan
Companiesa Companiesb

195k 1957 1961 1957 1961

Revenue 0.1 9 07 9 07 18 0 17 06
Less: Administrative expenses . 3.2 2.7 2.7 7.7 6.8
NET | 6.9 7.0 6.9 10.3 10.8

Lesa: Interest on borrowed funds 3.2 3.9 337 hel he7

NET 3.7 3.1 3.2 6.2 6.1
Provigion for losses and
reserves, net 005 0.3 0.5 1.1 1.1
Taxss 1.6 1.3 1.} 2.3 2.6
Net Profit 1.6 105 loh 209 20’4
Dividends 1.1 0.9 0.9 0.9 105
Retained Earnings 0.5 0.6 0.5 240 09

& fTen largest companies.

b prior to 1957 the definition of small loans was different so that
the revenues and expenses reported by the Superintendent of
Insurance are not comparable with later years.

Source: Report of the Royal Commission on Banking and Finance.



that seems clearly related to the abovenoted tendency of sales finance
companies to move into the area of cash loans to consumers--but, again,
they remained higher than those of the other financial intermediaries.
Significantly, however, the gap has been narrowing of late, and it has
been suggested that this tendency is likely to contime, "since it does
not appear that the competitive adjustment of market shares with other
institutions is yet complete, and the s#les finsnce companies may lose
further ground relai'.'.-‘.veil.;r."‘12 The forces behind this tendency are of
distinct relevance to this study, and they will be examined in detail

be;l.ow.

The Sales Finance Cm'gz as Near-bank; the Gurley-Shaw Thesis

As Table I~-6 shows, the larger firms within the Canadian sales

finance industry became, during the 'fifties, large-scale sellers of
debt securities of various kinds. They thus qualified as important
members of the set of ingtitutions known as nonbank financial inter-
mediaries, or near-banks. This decads also witnessed a discuasion
among students of monetary phenomena as to the respective roles of banks
and near-banks, 'and the manner in which they are and should be treated

by the monetary authorities.

u‘Regort, p. 216,
12Ibido, PDe 215‘160



The discussion was provoked by two writers, John G. Gurley ad
Edward S. Shaw, who fired their opening salvo in an article that appeared
in 1955.]‘3 Later, they both defended and expanded their ideas in various
articles and addresses and, finally, in a book published in 1960.1," The
analytical framework they developed affords access to so many important
theoretical and practical issues that a conscious effort is necessary
to avoid digressing away from those aspects of their overall contribution
that are most relevant toc this study. Suffice it to say, then, that
their basi¢ contention is that, mmeroﬁs observable differences notwith-
standing, there exists an essential similarity between banks and near-
banks. Both types of ingtitutions "intermediate in the transfer of
unspent incomes from surplus to deficit /Fpending’ units.*'> ey also
have a gimilar capability for generating inflationary pressure.

"Inflationary pressure may be created...by

an increase in the supply of money or by a
decrease in the demand for money, or both....

13J .G. Gurley and E.S. Shaw, "Financial Aspects of Economic
Development," American Economic Review, XLV, September, 1955, pp. 515-38.

lhsge in particular, "Finenciel Intermsdisries and the Savinge
Investment Process," Journal of Finance, XI, May, 1956, pp. 257=76; Money
in a Theory of Finance, The Brookings Institution, Washington, 19603 and
the address by Ourley cited below. Additional references will be found
in the bibliography. '

15J.G. Gurley and E.S. Shaw, Money in a Theory of Finance,
pe 2h3. The matter of the degree of functional similarity between banks
and near-banks has been a subject of considerable controversy. An
analysis that avoids many of the semantic entanglements that character-
ize much of the discussion can be found in J.A. Galbraith, The Econamics

of Banking Operations, McGill University Press, Montreal, 1963,
Ppe 29=53.
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“There is no question...that the /bankg/ can
add to inflationary pressure by increasing the
money supp given the demand for it. But

are=b /_can also add to inflationary pressure

not by increasing the money supply, to be sure,
but by reducing the demand for money, that is, by
raising V."0

The underlined passage goes to the heart of the matter, as far
as near-banks like sales finance companies are concerned. When sales
finance companies offer instruments of liability they seek to attract
money in order to lend it to others as soon as po'ss:l.ble thereafter. By
this means, as well as by lending money obtained directly from the banks,
they encage in activity that has a palpable inflationary potential.

They are capable, in other wor;is, of serving as vehicles of both an
expansion of the m_oney supply and of an increase in its velocity of
circulation.

As a possible consequence, according to Gurley and Shaw, the
central bank may choose to remove this excessive availability of money.
Then bank reserves, earning assets, deposits, and profits are contracted.
Even 1f the central bank does not so react, however, the banks still
suffer. They must either carry excess reserves or accept a narrower
spread between the interest rates they earn and those they pay. More-
over; théir competitive posiﬁon in the monetary sector deiae:.'ior.'a'lzes.17

' 16J «G. Gurley, "Financial Institutions in the Saving-Investment
Process," an address before the 1959 Conference on Savings and Residential

Financing, sponsored by the United States Savings and Loan Leagne. Reprinted

~ in L.S. Ritter (ed.), Money and Economic Activity: Readings in Money and
Banking, Houghton Miffﬁi-z'—,.Boato_n,-Bﬁ s Do 323.

17J «G. Gurley and E.S. Shaw, "Financial Intermediaries and the
Saving-Investment Process," Journal of Finance, XI, May, 1956, pp. 261-62.
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Some Basic Tssues

Thus, the Gurley-Shaw thesis, as applied to the Canadian sales
finance industry, hblds that the industry is a potential obstruction to
anti-inflationary monetary policy and, in addition, could cause the
chartered banks to suffer inequitablq consequences. The validity of
these contentions, with respect to any particular period of time,
camot, however, be determined in the abstract, by referring, for example,
to the facile notion that the sales finance industry operates in an
inherently procyclical fashion while the Eank of Canada's behaviocur 1is
inherently contracyclical. Even if this were manifestly true, it would
not necessarily follow that the Bank must take inequitable offsetting
action against the chartered banks. |

Accordingly, the following are some of the basic questions that
will be investigated below, Wwith respect to the years 1953 to 1962.

1. TWhat was the nature of the impact of the sales
finance industry on the Canadian economy during

this decade?

2, Did the industry tend to oppose and undermine
monetary policy during those years?

3., If so, what were the reactions of the Bank of

Canada?

Lo Were those reactions appropriate?



CHAPIER II

THE GOALS AND TECHNIQUES OF THE BANK
OF CANADA; 1953-1962

The Broad Goals: The Importance of the Vision and Style
of the Governor of the Bank of Canada
In its broadest sense, monetary policy, to paraphrase Professor
Viner's famous aphorism, is what central bankers do. One can add to
that, on the basis of Canada's experience during the late 'fifties and
early 'sixties, that it is also what they say they do, what they say
they want to do, and what the public thinks they do. As to what
_ Canadian central bankers are intended (by Parliament) to do, that, at
lleast, is sbundantly if unhelpfully clear. Their task is nothing less
than
"...t0 regulate credit and currency in the
best interests of the economic life of the
nation, to control and protect the extermal
. value of the national monetary unit and to
mitigate by its influence fluctuations in
the general level of production, trade,
prices and employment, so far as may be
possible within the scope of monetary

action, and generally to promote the eco- 1
nonic end financial welfare of the Dominion.%

lSnbmission by the Bank of Canada to the Royal Commission on
Banking and Finance, pp. 113-1li. This document will be cited hereafter
as Submission: Bank of Canada.
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Looking back over the past two decades of Canadian economic
history makes it plain that there is litile to be gained in the way
of an understanding of the nature and purposes of the behaviour of
our monstary authorities by merely referring to legislation and the
like. That understanding must be sought in the deeds and the
accompanying words (where such were uttered) of the Bank of Canada's
management, as personified usually by its Governor. Another source,
which is of particular importance with respect to the Coyne era, an
era of critical relevance to this study, consists of the views
expressed by the CGovernor on the diverse economic and related issues
that have confronted us over the years. For, as Professor Sayers
aptly puts it: "The essence of central banking is discretionary
control of the monetary system.... The central bamker is the man who
exercises his discretion, not the machine that works according to
g_lg."a The "rule", as far as Canada is concerned, is in any case an
ungpecified one.3 The primary determinants of the activities of her
central bank have at any given time therefore emerged from the overall

perspective and the modus operandi of its Governor.

23.S. Sayers, Central Banking After Bagehot, Oxford, Clarendon
Press, 1958, p. 1. (Emphasis added.E

3Submission: Bank of Canada, p. 1ll.
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The Vigions and Styles of the First Two Governors of the Bank

of Canada

These modi operandi have varied a great deal, in spite of the

fact that there have only been three Governors since the Bank of Canada
was established in 1934. Those of the first two are particularly
relevant to this study. The frame of reference of the first Governor,
whose tenure extended into the early post-World War II period, was
defined by the Great Depression of the 'thirties. In thus perceiving
reality, Mr. Graham F. Towers resembled his opposite mumbers throughout
the western world, especially in Britain and the United States, as well
as most senior civil servents and academic economists. He therefore
regponded passively to the strong inflationary pressures that charace
terized the late 'fortles, regarding them as but the legacy of wartime
controls and restrictions. Once these and related transitional forces
had spent themselves, he expected, the familiar syndrome associated with
an inadequate level of aggregate demand would again enuau:-ge.lL Another
reason why he was willing to tolerate a very substantial degree of
inflation in those days was his strong commitment to firm bond prices
and stable bond markets. To further illustrate his outlook it is
notable that what might otherwise have been recognized as a highly
portentous development--the increasing inflow of U.S. capital into

hFor a quite full accounting of his postwar operations and their
underlying reasons, see his testimony published in Canada, House of
Commons, Proceedings in the Standing Committee on Banking and Commerce,

© March 18, 195k, pp. 3-13.
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Canada-~inspired no observable misgivings in his mind. He probably
regarded it as yet another bulwark, at least in the short run, against
excess capacity, snd as such deserving only to be welcomed. This
general attitude persisted until the outbreak, in June, 1950, of the
Korean War.

It is, however, true that from then until his retirement in
early 1955, Mr. Towers functioned in a rather less permissive fashion.
He took prompt and definite action to choke off the upsurge of demand for
congumer durables that was sparked by the outbreak of the Korean war. He
abandaned, or at least significantly modified, his traditional opposition
to softer bond markets. He inaugurated the Canadian money market. On
the whole, however, he geems to have conceived his 'bas;Lc role as being
one of contributing to the preventicn of the k;.nd of long run secular
stagnation that so exercised economists during the immediate postwar
period. The formula that the Bank of Canada adopted to attain this end
was the conscious nomnse of most of its powe::'.c.:.5 It strove to refraln
from.any move that might generate anxiety about the future, in the minds
of entrepreneurs especially, while attempting at the same time to
encourage the development of sophisticated credit facilities. Mr. Towers
alsc displayed little visible desire to intervene in interinstitutional
relationships within the financial sector: he seems to have preferred

S’.I.‘his interpretation is endorsed by most writers on the subject.
See, for example, E.P. Neufeld, Bank of Canada Operations and Policy,
Toronto, University of Toronto Press, 1958, pp. 182-206.




instead a somewhat olympian detachment. His errors, such as they were
during those years, were mainly ones of omission. |

The second Governor, Mr. James E. Coyne, took office at a time
when the Canadian economy was being subjected to an entirely different,
and in many respectas unprecedented, set of pressures. To the task of
coping with them he brought a vision and a style that were no lese
singular. If Mr. Towers may be described as having believed, in
Thoreauesque fashion, not only that that regulator regulates best who
regulates least, but also that he should do so as unobgtrusgively as
possible, then his successor may be sald to have looked upon himgel £
as a combination of Cassandra and Jeremish., For Mr. Coyne, silence
meant acquiescence and passivity meant complicity whenever Error was
abroad. Throughout the greater part of his tenure Error stalked the
land and beguiled its people. He therefore set himself to confronting
it and correcting them.

This is not the appropriate place to chronicle Mr. Coyne's
labours, except as necessﬁz;y to convey the essential warp and woof of
monetary policy in Canada between 1955 and 1961. That can be done quite
briefly. Like his preéecesaor, he was haunted by a spectre; but in his
case 1t was the spectre of inflation. It, like that of his predecessor,
was thought to be endemiz in the exigting system, and was therefore
unlikely to be susceptible to palliatives. But Mr. Towers during the
postwar years was able, as we know, to regard most of the prevailing
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trends ag at least fending-off, if not eliminating, what he feared

sbove all else. No such solace was available to Mr. Coyne. He saw
himself increasingly engulfed by tendencies that could only hasten the
bitter harvest and make it worse themn it mighﬁ otherwise have been. Nor
could he, as could hig predecessor, console himself with the knowledge
that there were kindred spirits in the chancellories: what, after all,
can a politician of Mr. Tower's day have dreaded more than chronic under-
enployment? For Mr. Coyne there must instead have been first the
suspicion and later the certainty that the government of the day

opposad his designs and hoped to successfully disavow hig worka.6

_ Finally, we have the apocalyptic nature of his vision. Lingering
unemployment and related ills are painful to contemplate, to be sure, but
at least they do not ususlly jecpardize the integrity of the afflicted
society as national and moral entities. But when a country embarks, as
Mr. Coyne considered Canada to have done through most of the 'fifties, on
an investment "spree" of unparallelled proportions that was "premature,
wasteful, speculative, and unproductive, " with her consumers following
suit; and when she garnishes thege inflationary forces with large
increases in her imports accompanied by massive foreign borrowing-~then
she inflicts upon herself economic injuries of a "chronic structural®
nature; she imperils her "national indepgndence;" and she addicts her

6A vivid description of hig thoughts and emotions can be found in
his statement on the bill declaring vacant the position of Governor of the
Bank of Canada. Canada, Senate, Proceedings in the Standing Committee on
Banking and Commerce July 10, 1961. The bill never became law, but
Mr. Coyne resigned because hig position had obviously become untemable.



citizens to perpetually "living beyond their means."7 She courts; in

a word, disaster, and at an accelerating tempo. Possessing a doughty
temperament, feeling isolated from and embattled by his compatriots,

and thinking himself alone in perceiving the tiger at the gates, 1t

was inevitable that he should have deported himself as few central
bankers have done, before or since. He stumped the country; he
criticized his government, first obliquely but later more frontally;

and he transformed his Annual Reports from objective factual recitals
into forensic devices. Increasingly the evangelist rather than the
technician, he attempted to manipulate not only the lsvers that central
bankers traditionally control but also, with his rhetoric, those in the
hands of investors and consumers. Because of the nature of his position
everything he called for became part of what the Bank of Canada repre-
sented in the mind of the community. As a result, its reactions to him
as a man merged with its reactions tc the visible and imputed behaviour
of the Bank. They became, in other words, part of the effects of monetary
policy.

Mr. Coyne was succeeded in mid-1961l, after his abrupt and
sensational effective removal from office, by his Deputy, Mr. louis
Rasminsky. The occasion was a highly traumatic one for all Canadians,
and it generated an atmosphere in which "the belief was widespread that

TSee David C. Smith and David W. Slater, "Mhe Economic Policy
Proposals of the Governor of the Bank of Canada, " Queen's Quarterly,
IXVIII, Spring, 1961 as well as H. Scott Gordon, The Economists Versus

the Bank of Csnada, Toronto, Ryerson Press, 1961.




financial policy was being grossly mismenaged, and that the Bank
of Canada's recent interventions had aggravated the difficulties

rather than relieved than."a

The Narrower Goals of the Bank of Canada

The Bank of Canada concelves of itself as being basically a
member of the set of public institutions which exists to collectively
promote such goals as sustained economic growth at high level of
employment and efficiency, internal price stability, economic equity
and economic freedom, and the like. It also feels that it has a
particular responsibility for "seeing that adequate emphasis is at all
times placed on price stability in the consideration of public policy, "
an objective that it does not 6onsd.der incompatible with the others.9

85.c. wWeldon, "Fairer Competition for Canada's Banks,"
The Banker, CXIV, July, 196k, pp. 417-21. .

Isutmission: Bank of Canada pP. 5. This document appeared
after many of the events covered by this study had occurred, and
expresses the views of the successor to the man who personified
monetary policy during most of the years under review. Mr. Rasminsky
was, however, very close indeed to the heart of the decision-making
machinery-of the Bank throughout this period and it is reasonable to
assume that, with the one exception noted below, those of his views
quoted here reflect those held by the Bank's management during the
"fifties. , '



Its role is to work in the realm of "eredit conditions", an area which

embraces

", ..the whole range of tems and conditions
affecting borrowing and lending and the purchase
and sale of financial assets: the level and
rates, and the various requirements (over and
above the payment of a certain rate of interest)
which lenders require of borrowers as a condition
of making funds available, e.g., the specifica-
tions of standards of credit worthiness, 0
collateral security, repayment period, etc."l

The Pivotal Role of the Chartered Banks; the Allocative Role
of the Market

The Bank's role devolves technically from the fact that its

principal liabilities, currency and commercial bank deposits, compose

the foundations of the money supply. The second, and usually the

smaller, of these liabilities constitutes also the cash reserves of the

commercial banking system, and it is in their modification that the

Bank's purposes are usually achieved. As the current Governor puts it:

- WWith the chartered banks operating on the basis

of reasonably steble cash ratios, variations in

the supply of cash reserves would be expected

to initiate a chain of institutional and market

regponses whoge ultimate effects on the cost and

availability of credit would be hroadly in line

with the central bank's objectives, although 11
L]

neither predictable nor controllable in detail.

Ihi.d., P 1190
1lrpid., p. 134. (Buphasis added.)
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Since this study is to a large extent concerned with some of the links
in this chain of institutional and market responges, Mr. Rasminsky's
Justification of the above approach is of considerable interest.

"It would provide little control over the
precise timing or detailed character of the
resulting changes in interest rates and
institutional lending and investment policies,
but it would leave a at deal of leeway for
the mwmﬁ of private decisions in working
out the de ed pattern of interest rates,

cxadit allocation, and the distribution of
aggets held by financial institutions and the
Eublic. , .

In addition to its other consequences, this tends, incidentally, to

render the Bank of Canada's other basic function, debt manggement,
something of a residual. The general financial market, is thus "given
as much freedom as possible, within the general enviromment influenced
by the cash reserve management of the central bank, to place its own
valuation on the securities issued by the government. nl3 The alterna-
tive would allegedly require, in effect, the reversing of these
priorities, and is generally to be avoided because

%Changes in the market prices of Government

securities would appear on the surface to be

merely the result of central bank action and

thls would make it much more difficult for the

central bank to follow a flexible monetary

policy. Moreover, the attention of dealers

and investors would tend to concentrate on
anticipating the next move of the central bank,

1215d., p. 135. (Emphasis added.)
131hid., p. 13k.
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and continuous shori~run speculation rather
than appraisal of the underlying forces at
work might well become the dominant activity
in the Government securities market. The
central bamk would have a particularly
difficult problem of coping with undesirable
destabilizing shifts in market expectations

generated by its own actions.tll

How Bank Reserves Were Computed between 1953 and 1962

It is worﬁ digressing briefly to describe the manner in which
the chartered banks were required, during the decade under review, to
comply with the reserve ratio set by the Bank of Canada. Before the
Bank Act was revised in 195}, the banks were required to always
maintain, in the form of Bank of Canada notes and deposits with the
Bank of Canada, a minimum reserve of 5% of Canadian dollar deposits.
(In practice they carried 10%.) The revised Act obliged each bank to
carry a minimum monthly average cash reserve of 8% of its dsposit
iiabi]ities. There were, again, three component parts: total deposit
liabilities, note holdings, and deposits at the central bank. The Act
further stipulated that reserves be computed by taking the average
deposit liabilities and note holdings of the four consgecutive
Wednesdays ending with the second last Wednesday of the previous
month. For the deposits with the Bank of Canada an average of the
daily totals for the current month was to be used. Thus, for any

1k1vsd., p. 135. (Emphasis added.)



given month, it was only the third of the above slements that was

variable, the others being fixed. Hence, changes in a chartered
bank's deposit liabilities or note holdings, whether brought about
by monetary policy or otherwise, had no effect on its légal respongi-
bilities until the following month.L5

The Bank of Canada's Attitude towards Near-banks, in Relation to
Monetary Policy and as Competitors of the Chartered Banks

The foregoing, to resume the main argument, clearly demon-
strates that the Bank of Canada regards the chartered banks as the
basic instrument through which to .execute its general purposes of any
given moment, leaving it to the market to work out the ramifications
in detail. It is of course aware that other financial institutions
exist, but regards them as having largely different functions from
those of the banks, although it recognizes that similarities also
e::!.arl;.l6 This tends to make them collectively a thing apart from the
chartered banks, as far as monetary policy is concerned. 'As to whether
anti-inflationary monetary policy has generally suffered as a result,
the Governor states that

151bid. s> P 39. It should also be mentioned that since late-
1955 the chartered banks voluntarily carried a secondary reserve
amounting to 7% of total deposit liabilities in the form of highly
liquid government securities.

@ léI_b_ig., p. 123.
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"The rapid growth during recent years of
various types of financial institutions which
-compete directly with the chartered banks in
various aspects of their lending and deposit
business raises a number of important questiong...,
[one/ question is whether the operations of these
institutions which are not subject to stipulated
cash regserve or liquid asset requirements have
constituted in practice a serious impediment to
the effectiveness of a policy of monetary
regtraint in Canada on the occasions when this
has been the aim of the central bank. My own

feeling with regard to this ortant issue is
TWiat thoy heve pobo T o RIT o oorient legne 18
The above statement is quite correct as to the Bank's general
attitude towards near-banks during the 'fifties, but is subject to one
important exception. There was in fact, as will be shoun below, one
group of finamcial institutions that the Bank regarded as a serious
impediment to restrictive monetary policy--the sales finance industry.
The next questions to be considered are whether the growth of
the near-banks has, in the Bank's view, taken place at the expense of
the banks, and whether this development is due, as Gurley and Shaw have
suggested, to the fact that only banks are subjected to reserve ratios
and other legal restraints. Here, too, the Governor is explicit, and,
again, there is a .significant exception to be noted.
"The ability of the so~-called "near-banksg" -
to grow at the expense of the chartered banks
seems to me to depend basically on the ability
of the "near-banks" to offer relatively more

attractive terms to those with funds to deposit
or invest than are offered by the chartered

171bid., p. 9. (Bmphasis added.)



banks.... If the chartered banks were able and
willing to maintain their deposit rates at
competitive levels and recoup themselves by

raiging their lending rates, I do not see why

their membership in the fractional cash reserve
system should prevent them from growing as

rapidly as their competitors who are not members....

"In practice, of course, the chartered banks
are restricted in the lending rates they can
charge and in their participation in certain
remunerative fields of lending, and this
undoubtedly affects their ability to compete
for funds by offering sufficiently attractive
interest rates on time and notice deposits.

I should imagine that this is one of the main
reasons why the chartered banks have lost ground
to their near-bank competitors during the past
decade. On the other hand, T do not think that
there is much evidence that the caompetitive
geins of the "near-banks" at the expense of the
chartered banks have besen unusu at durin
periods of monetary restraint except in certain
rather special cases, such as the g8 made b
the ingtalment finance companies in the field of
personal lending during the early 1950's, before
the general move of the chartered banks into the
ﬁeﬁ of instaiment~type personal loan plans.

Summery and Conclusions of Chapter IT

The first two sections of this chapter dealt with the strategic
objectives of the Canadian monetary authorities from the end of World
War IT until the beginning of the 'sixties. They alsoc conveyed what
night be termed the tone of the monetary climate during that period.

We saw that the management of the Bank of Canada, personified by the

187pid., pp. 9-10. (Buphasis added.)



Governor, was beset by an almost obsessive fear of inflation, and waged
a vigourous and at times single~handed crusade against it.

We also noted that the Bank rejected the Gurley-Shaw thesis in
its generalized form, and contimmed to use chartered bank reserves as
1ts main policy lever. It was suggested, however, that .the Bank did
accept the Gurley-Shaw thesis with respect to one nonbank intermedlary,
the sales finance industry. This will be substantiated in Chapter IV.

The foregoing discussion also indicated that the Bank regarded
the relative growth of the sales finance industry during the mid-fifties,
vhen restrictive monetary policlies were being pursued, as not only
obstructive to its policies but also inequitable to the banks. This
latter situation, however, was allegedly rectified later, when the
banks entered the sales finance field on a substantial scale.



CHAPTER ITI

ON THE ECONQMIC EFFECTS OF COMMODITY
INSTAIMENT CREDIT

¥Why Borrowers Borrow

Sales finance companies have as their basic raison d'dtre the
provis.’n_.on of commodity instalment credit. As the term implies, debtors
are required to apply the borrowed funds to the acquisgition of specific
commodities and to make fractional repayments according to explicit,
predetermined schedules. It is now appropriate to examine the economic
character of the representative user of commodity instalment credit
together with some conceptual considerations to which his activity
gives rise.

He of coui-se shares with all borrowers the characteristic of
wishing to make- a current payment but lacking the necessary liquidity.
The fact, however, that the payment he has in mind is one for which he
will receive in return a durable good, combined with his willingness to
regularly transfer, as repayment, segnents of his anticipated future
inflows of funds, distinguishes him from the others. Were this or an
equivalent type of credit not available, he would either have to forego
thie acquisition of the good in question until such time as he succeeded
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in accumulating the wherewithal from his income flow, or liquidate some
previously—acqﬁired asset. (Given the availability of commodity instal-
ment credit of varying repayment intervals, it may be inferred that the
interval he chooses corresponds roughly to that which would otherwise
elapse before he coulci accumlate the necessary savings.)l Naturally,
there are costs involved in each of these alternative courses of action,
and the rational borrower will presumsbly try to maximize his »total
yell-be_ing by equating at the margin the relevant costs and benefits,
and thereby determine the total use he will make of this type of credit.

Hypothstical Effects of Commodity Instalment Credit on the

Level of A Level of Apggregate Demand

Our ultimate concern is with the overall relaiionship between
commodity instalment credit and the level of aggregate spending on
current output, as both variables move through the successive phases of
the business cycle. It seems a reasonable procedure, however, to approach
that relationship by first considering the impact of commodity instalment
credit on the current level of aggregate demand. Then the discussion
will be extended to its impact on the stability of the economy.

There is, to begin with, no single, general answer to the question
of whether the extension of commodity instalment credit will increase the

1Disregarding the size of the down-payment and the rate of
interest.
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borrowers' current demand for the goods specifically involved, because
We can never say with certainty that, in its absence, they would have
chosen to forego those goods until some later date. Still less can we
generalize as to the effects‘ on current demand for goods in the aggre=-
gate. In this respect the main difficulty lies in our uncertainty as to
what the various suppliers of credit would otherwise have done with the
funds involved. The situation becomes even more indeterminate in the
abstract when repayments are considered. Now it becomes necessary to
know not only how the debtor-repayer would have used his funds if he had
not had to make repayments but also how the successive creditor-collectors
will use them thereafter. (Clearly, then, we can attribute to a given.
change in the level of outéténding cammodity instalment credit radically
different consequences for the aggregate level of demand, merely by
making appropriate assumptions about the foregoing considerations.

A certain amount of empirical evidence is available relating to
the first set of unce:r:‘l'.ainties,2 and it together with certain assump-
tions that appear reasonable will be used as our basis for further
analysis. The spread betwsen the return on liquid assets and the
contemporaneous cost of commodity instalment credit is so la:r.'ge3 that

2COnciselJr summarized in the following volume: Paul W. McCracken,
James C.T. Mao, and Cedric V. Fricke, Consumer Instalment Credit and
Public Policy, Michigan Business Studies, Vol. XVII, No. 1, The University
of Michigan, Ann Arbor, Michigan, 1965. The data refer to U.S. experience,
but they are probably consistent with those pertaining to Canadian
. experdience.

3Ibid. > PP 23=24. It is estimated as being at least 8% per annum.
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it seems unlikely that the average credit user would borrow in this
fashion if he possessed liquid assets of corresponding value. This
implies that the financed commodity would probably not otherwise have
been acquired and, therefore, that the incurring of the liability by
the borrower represents an increase in his total current delnand.h
The next question, concerning the level of aggregate demand,
depends on what the supplier of the ecredit would ofherwise have done
with his money. This depends, in turn, on a more fundamental question.
To put it into perspective, consider that the ssles finance company
(vhich is the major but, as we will see laier, by no means the only,
Canadian supplier of this type of credit), derives its loanable funds
mainly fram two sourcés: the banks and Sther nonbank intermediaries.
It is therefore necessary to know, really, what they would have done
with the money if they had not purchased sales finance company
liabilities. The answer to that question depends basically on the
overall level of business activity. In relatively slack times it is
likely that these funds would otherwise constitute excess lending
capacity, but in boom periods they would probably be diversions from
other types of lending. These, being quite variegated, do not have the
direct links with the acquisition. of goods that commodity instalment
credit does. It is therefore difficult to say to what extent aggregate
demand is reduced by the diversions, except that any such reduction is

"“l‘he borrower way, of course, be either a private consumer or am
entrepreneur. If he is a consumer then it is demand for consumer goods
that increases. If he is an entrepreneur investment demand rises.
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bound to be less than the increase in aggregate demand occasioned by
the associated extensions of commodity instalment credit. (That there
will génera].'l.y be a .concl_irrent_ exp‘ansion of outstanding commodity
instalment credit when sales f:lnanée campanies borrow is, at least,
fairly cervain, both in the abstract and, as will be seen below, on the
bagis -o.f actual experience: there would otherwise be little reason for
‘them to incur the interest costs involved.) On balance, therefore, it
seems reasonable to guggest that an increase in the level of outstanding
commodity instalment credit will result in a lesser rise in the level of
current aggregate demand, its magnitude varying invei'sely with the volume_
of economic activity.

We can similarly assert, with respect to repayments, that when-
ever sales ﬁnance companies contract their total outstandings (i.e., when
repéyments exbeed extengions of new credit) they will correspondingly
reduce their current indebtedness to their own creditors. It therefore
follows that the effect;a of éontractions on aggregate demand depend
jointly on the uses that .the débto;hrepayers,uould oﬁherwise have made
- of the money a.nd‘lhow the béiks and other creditors of sales finance
companies wj.ll subseéuentiy' dispose of it. Assuming that the repayments
gensrally come from the iﬁc@hé inflow of the debtor, this means that they -
will reduce, in some prqﬁoftion, both his current consumption spending
and his current_ aaving.“' It has been suggested that personal saving has
ﬁé;omé :!..’r'z"cr.eas'i.r‘lgly cpﬁﬁractual; that individuals commit themselves

inecreasingly to saving fo.rms' such as insurance and pension plans which



require periodic (e.g., monthly) contritutions. This implies that a
decreasing portion of their income will be availsble for discretionary
consumption and saving, and, therefore, that the lion's share of debt
repayments come out of current consumption spend:!.ng.5 | Another tendency
that supports this expectation is the increasing substitution of the
services provided by ownership of the durable goods (e.g., motor
vehicles) that sales finance credit makes possible for their separate
purchase (e.g., transportation) from firms. Hence, it is suggested,
repayments constitute substitutes for the consumption expenditures that
would otherwise be nec‘essary.6 (on the other hand, the very ownership
of such goods could conceivably inspire changes in individuals' behaviour
patterns that would require increased consumption e@endi'burea; For
example, the possession of an automobile might lead to longer or more
frequent excursions for holiday or entertaimment purposes.)

The hypothetical reasoning as to the subsequent uses that the
banks and other lenders to sales finance caompanies are likely to make
of the funds made availsble by contractions in total outstandings is
analogous to that concerning expsnsions. This means, in effect, that
under boom conditions repayments will tend to be reloaned, more or less
immediately, but when the economy is in recession they are likely to
increase the idle lending capacity of the institutions involved. An

McCracken, Mao, and Fricke, op. cit., pp. 25-26.

émid.
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extension of commodity instalment eredit does not by any means neces-
sarily involve the acquisition of a currently-produced commodity. A
very considerable proportion of sales finance company loans covers
purchases of used goods, especially automobiles. Even when the ti'ans-
action involves a new article there is always the possibility that it
was produced during the preceding fiscal year. In order to gauge the
effects of the transaction on aggregate demand we would therefore need
to know something about the seller's inventory policies. When a loan
covers the purchase'of a used vehicle only that part of its price which
represents dealer services and the like constitutes income dnring the
current period, the remainder represents a transfer of assets. ﬁowever,
the geller of the vehicle to the dealer, having liquidated an asset is
now in a position to buy other goods. It is, indeed, highly j)robable
that this was the very congideration which prompted the sale. There is
therefore a strong presumption that that transaction was immediately or
shortly thereafter followed by further expenditures on goods and services.
Before going on to other econamic implications of the extension
of commodity instalment credit, it should be noted that even if the level
of aggregate demand were to remain, under boom conditions, at around the
same level as it would otherwise have been, because of the abovementioned
offsetting effects, this would not mean that the state of the economy was
unaffected. Quite apart from all other considerations, the extension ”'of
commodity instalment credit during boom times has the effect of diverting



resources into the production of consumer durasbles and away from other
areas--the production of other, mo're durable, capital goods, for example.
In other words, in addition to whatever impact sales financing may have
on the gize of the economy's total output it also has a significant
effect on its composition. This, too, is a matter in which the monetary
authorities may claim a legitimate interest, as, indeed, the Bank of

Canada did on at least one occasion during the !'fiftiea.

Some Multiplier-accelerator Consideratlons

Extensions of commodity instalment credit generate certain

- multiplier-accelerator effects. So, together with all factors affecting
the level of aggregate demand, do other iypes of credit, but their
effects are, with one exception, basically different in cha:rac‘t.e:.'.7
Instalment credit is unique in its repayments mechanism. The basic |
nature of the operative factors can be conveyed by means of the folldwing

example, which rests on some simple assumptions.
Consgider a model8 in which all commodity instalment loans finance

the acquisition of consumer durables that have been produced by firms
operating in an economy which employs only labour. (There is therefore

7The‘ exception is the category of cash loans subject to repayment
by instalment. Here, however, the borrower is free to spend the money as
he sees fit. Sales finance companies, operating through affiliates, also
engage in this kind of lending on a very substantial scale.

8Based on a model in McCracken, Mao, and Fricke, op. cit.,
ppo 31-330
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no inherent accelerator potential.) Every individual in this economy
makeg current consumption expenditures only on curréntly—produced
goods,9 out of his earnings of the previous period only, and is subject
to a constant marginal propensity to consume of 60%. Instalment
repayments are made entirely at thé expenge of current consumption.
All loans are for a ten-period repayment interval begimning in the
first period following their extension. They are also interest fres.
Under the ésaumptions made, and excluding the abovementioned
offsetting effects, the direct impact of the instalment lending on
spending for current output is equal 'Bo the difference between current
loans extended and current repayments. Table IIT-1 shows that when the
level of current extensions is held constant this effect falls by a
constant absolute amount for the first ten periods and then settles at
zero. This is the root reason why the "indirect effect", equal to 60%
of the total incremental change of the previous period, also starts
declining by the sixth period. The combined effect is to cause the
total incremental change to begin falling earlier, by the fifth period,
and to dwindle to insignificance within appro:d.mately twelve periods.
This rudiméntary mechanism is intended to focus attention on the
fundamental importance of changes in the level of new loans extended to
the total incremental change in the level of spending in the current and
immediately following periods. It is, however, only in those relatively

9This requirement could be dropped if it were assumed that
sellers are committed to maintain a certain constant physical inventory.

ta-



TABLE ITI-1

HYPOTHETICAL ILLUSTRATION OF INCREMENTAL
EFFECT ON NATIONAL INCQME OF CHANGES
* IN INSTAIMENT CREDIT OUTSTANDING

g L ' Change in
Period Extensions Repayments 'fj Amount Indirect Incremental
B , Outstandlng _Effect

1 $1,000
2 1,500
3 1,700
i 1,720
5 1,632
6 - 1,478
7 1,287
8 1,073
9 8Ll
10 606

11 36l
12 218
13 131
iy 78
15 L7
16 2L
17 1l
18 8
19 1,000 5
20 - 1,000 3

Sources McCracken, Mao, and 'Frick.eb‘, op b. cj_ .




few periods that these changes have significant effects. Because
repayments begin immediately, the reverberations shrink to insignificant
proportions faster than those caused by most other increéaes in aggre-
gate demand. This peculiarity of instalwent credit is especially
apparent when, as in this case, only one period, the first, experiences
a change in ﬁe volume of loans extended. It is further undqi‘scored on
Table III-2, in a way that i's soméwhat less unrealistic. The foregoing
assumptions are maintained, but aj:plted to levels of outstanding consumer
instalment credit that actually 'prevail_ed in the U.S. from mid=195) to

the end of 1962.1°

loAn interesting result was noted by the writers who conceived
this model (McCracken, Mao, and Fricke, op. cit., pp. 34=36), when the
dates of the changes from peak to trough in the 1958 and 1960 recessions
in the U.S. were imposed on the figures of Table III-2. In both cases
the low point in total incremental change in spending was reached one
period after the trough. This lends credence to the Bank of Canada's
claim, to be quoted more fully below, that commodity instalment credit
tends to operate as a drag on the timing, and also on the extent, of
economic recovery. On the other hand, the observed shortness of the
interval during which the upward movements in outstandings exerted
strong pressures on the total incremental change in spending raises a
question as to whether this buoyancy contimued past the full-employment
level of output, and thereby contributed to inflation, especially when
offsetting effects are considered. About the most that can be said,
in terms of this model, is that the recovery, though somewhat belated,
was boosted strongly at its outset. That effect, if it were a general
one, could indeed cause total spending to peak sciewhat higher and
later than it otherwise would, but, again, it does not necessarily
involve pushing the economy into inflation. We will consider this
matter further below, within the context of Canadian experience.



TABLE III-2

HYPOTHETICAL ESTIMATE OF INCREMENTAL EFFECT ON
NATIONAL INCOME OF CHANGES IN CONSUMER
INSTAIMENT CREDIT OUTSTANDING, 195)=-62

(:!.n millions of dollars)

. o Change in Tndirect  Total Incremental
Yoar Quarter - Amount Outstending Effect Change

198 03 18 o 155
ok soh - 93 en?
1985

1 RS 1,309 Lo o 388.2 1,697.2
| - 3 b5 o 1,487.6 2,946.6
: ke 1,030 S 1,768.0 1 2,798.0
o 19% 1 o955 - 1,678.8 . 2,633.8
o o 7 L,328.5 . . 1,829.58
b B L,097.7 o 1,780
987 1 . 830 o 1,069.0 S 1,599.0
e 2 C60h 959y o 1,563u
3 caosgl 938 L,h92 0 ¢
N3 T - 895.2 o 1,298.2 .
7789 . W37
-7 332,85 318
C =23.0% O =121.0
. 2%9.0 - 1,389.0
Lo 8329 - 2,299
. 1,331.6 3,04l4.6
. 1,855.3  2,989.2 " ¢
) 1,7930h ) 2,&3.1‘
1,507.8 1,959.8 -
1,175.8 ' 1,076 8
199.3 Ohhe3
) 566.7 1,286.7
9k 1,275 1 2,221.1

198

W W e b

_ # The sign of this item should be reversed, and the amount should be
RN 18.9. Since the consequences of this, and one or two other very
@ e minor numerical errors in the Source, are negligible, as far as the
L argument here is concerned, it has not seemed necessary to recompute
the columns affected.

‘Source: Mccracken, Mao, and Fricke, op. cite.
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This model, of course, is a gross oversimphﬁcation of reél:l.ty.

For one thing, accelerator effects were excluded. Yet, vhen we consider
the matter further its possible relevance to reality is not necessa.r:lly
undermined. Genersl multiplier-accelerator effects vary according to A
a number of 'factors, including among others the economy*s aggregate
capital-output ratio, the trend of' its aggregate marginal propensity
to consume, the ez'ﬂ.:sta'xce of excess-capacity in both the consumer goods
and producer goods sectors, and the lengths of the relevant lags. At

__ different. times and under different conditions these are capable of

0 asstmﬁ.ng a quite w:!.de variety of values, and thus no easy generalization

ut if it ”s-‘ t-.me, as several writers have implied,n that

uSee for emmple Paul A. Samuelson, "Interaction between the.
B Multiplier Analysis and the Principle of Acceleration," Review of Economic
- Statistics, XXI, May, 1939, pp. 75-78, and R.S. Eckaus, "The Acceleration

Principle Reconsidered," Quarterly Journal of Economics, LXVII, May, 1953,

PPe. 211-21.
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-availability of other forms of credit are at their weakest under
-precisely these conditions and at their strongest when the expansion
vof outstandings has either pefl;ered-out. or is about to do so. These
offsetting effects have demand (and therefore multiplier-accelerator)
consequences of their own and it is probable that these will be at their
strongest when the economy is closei' to the full-employment mark than
when it is further sway from it. |

The above considerations thus imply that there exist substantial
grounds fqr uncertainty as to commodity instalment cre_dit's inﬂationary,
as opposed to‘merely expangionary, capabilities. They produce, nore
specifically, a plausible hypothetical basis for expecting that. its main
impact on total spending. will be to delay 'but strengthen the earlier
phases of a general r:!.se in the level of output. Again, however, it
: should be emphasized that th:l.s does not mean that it cannot have
v sigzificant effects on total spending during other phases of the
_ business cycle as well as on the qualit.ative composition of total

voutput. :

The Volatility of the Demand for Consumer Durables
- There is, however, still another dimension of the potential
impact of cominodity instalment credit on the stability of the economy

that must be considered. Its effects on total spending, discussed
above, are broad ones. They must first filter through the industries
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that produce the specific commodities whose acquisition it finances.
Hence the response of those industiries to the initial impact of
increased demand is quite significant. Automobiles and the other
consumer goods involved are rather durable articles, which normally
depreciate physically at a fairly predeterminate rate. Nevertheless,
their output, especially that of automobiles, is subject to a kind of
inherent instability to which that of other commodities, of which
services are the purest example, is immune. The predictability of the
physical rate of depreciation would, of course, be in itself a factor
‘making for stability. It would help producers to anticipate that
portion of' current demand which repregents the desire of past purchaeers
to replace the automobiles, etc. that t.hey already possess. If new

’ purchasers were willing to so arrange the:.r activity as to enable
producers to accomodate them in an orderly fashion, spread-out evenly
over time, no great volatility would probably ensue. The sams would
then also be true of another. poten‘bz.al]y volat:.le elanent in the
overa]l situatd.on s the fact that the production functions involved are
re_latively capital-intensive. In these circumstances investment could
probably be plammed and executed quite smoothly.

In reality, however, this sort of smoothness is seldom possible.
Consumer durables, especially automobiles, perfom in our society functions
that are sociological and aesthetic as well as merely technical. Thie
renders the .‘d'emmds for them distinctly sensitive to such essentially

psychological forces as style changes and the like. Consumers! responses
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to these are difficult to anticipate, and thus the actual replacement rate
is less predictable than it would be if it depended only on physical
attrition. Historical experience indicates that there does exist a
definite tendency for people to cluster both their initial acquisitions
(when they marry and set up housekeeping, etc.), and their subsequent
replacements of heusehold goods. Past levels of automobile demand have
been even more uneven. Tne eense(iuences, as Table ITI-3 illustrates hypo-
thetically, can be considerable. ‘All automobiles are agsumed thereon to
have a life of ten years, and in part A new demand is constant at .5
million units per year for the first ten years, while in part B the entire
increase of 5 mil]ion units occurs in year one. This bunching.of new
demand in part B doubles total ouiput in year one and year eleven over
the preced:lng years while halving it :I.n the follow:ng ones. (COrres-
ponding fluctuations in 1'.he cspital goods industries can also be postulated
plausd.'bly.) Those who assert that this sort of unevenness is indeed
inherent in on»_rv _eeonomy usually_deﬁne the rate of change in the level of
demand for 'aﬁtbmctiies' as a fanction of the rate of change in the level
of_income.' They also assigx to instalment credit a particular role in
this process. As one such eriter explains.

"The destabilizing effect...is undoubtedly

intensified in the downward direction by the

fact that replacement can be postponed beyond

the normal time and in the upward direction by

the availability of...credit which permits rapid

expansion of purchases to make up for postponement
of replacement during the downswing....'"1l2

12Warren L. Smith, "The Effects of Monetary Policy on the Major
Sectors of the Economy," in L.S. Ritter (ed.), 92. cit., pp. 189-90.



TABLIE III-3
THE EFFEGT OF WBUNCHING" OF OUTPUT ON THE STABILITY OF THE AUTOMOBILE INDUSTRY

A. NO BUNCHING
(in millions of physical units)

Period 0 1 2 3 h 5 -6 7 8 9 10 1 12 ... 21
Replacement 5.0 5 0 5 0 500 .O S.O .0 500 500 500 5.0 ooo gog ceeoe g.g
New Demand 0.0 ° 0. o o ev e °
Total Output ﬁﬁﬁﬁﬁﬁﬁ?‘éﬁ?‘gﬁ 3‘5’3"5’
Total Stock 0.0 5.5 51.0 5L.5 52.0 52.5 53.0 53.5 540 S5L.5 55.0 55.0 55.0 55.0
B. BUNCHING
(in millions of physical uni ts)
Period O 1 2 3 k 5 6 7 8 9 10 11 12 ... ;
Replacement 5 5 S 5 5 5 5 5 5 5 5 10 5 10
New Demand 0 iﬁ 0 0 0 0 0 0 0 0 0 0 0o . 0
Total Output 5 O % % 3 % % 3 3 ¥ % 10 % 10
Total Stock %0 55 5 S5 55 55 55 oo 5% 55 5 55 &g 55

Source: McCracken, Mao, and Fricke, op. cit.
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The clear implication of the foregoing is that commodity
instalment credit, which is an agent and not a cause of this variability,
may in theory and, as Canadian experience during the 'fifties suggests,
iri fact be associated with a substantial degree of economic fluctuation.

Summary and Conclusions of Chapter 111 '

It is not possiblé to st.ate.c#tégorically, in the aebstract, how
the various borrowers and. lenders that fbhe iﬁechanism of commodity
ingstalment credit links together would"hafe'exercised their options if
' the mechanism did not exist. Nevertheless, there are plausible grounds
for attributing the following economic”:e'f.fec'bs to this type of credit.
Its extension increases the borrower's cui'rent level of demand, and his
repayments reduce his level of deman& in subsequent periods. This makes
changes in total outstandings a reliasble indic'ator of the effects of
commodity instalment credit on the debtors involved. As to its effects
on the levels of aggregate demand and spending, these depend basically
on the lével of general economic activity. They will bg greatest dﬁring
slack times, when the financial sector has excess lending capacity, but
they may &lso be significant during boom times. In addition to its
quantitative iﬁpact on aggregate demand commodity instaiment credit also
materially affects its composition, thus giving consumer durables a
relatively greater share of total output than they would otherwise have.



Its effects on the level of total spending are governmed primarily
by a multiplier mechanism, modified by the fractional repayment arrange=-
ments peculiar to it. This suggésts that the most significant expansions
in to_tal .spending associated with a given increase inr'total outstandings

- will occur dﬁring the first few spending periods following the increase.
(The possibility also arises s to be invea’ciga'bed further in the next
chaptei', that its quahtitative effects are greatest Just after total
spending has passed its .'brough. and has f:égun to rise.)

| Demand for ctmsumér dﬁzrableéQ especially automobiles, is

" notoriously volatile. Thus, commodity instalment credit, acting as a

deus ex machina, is also capable of contributing significantly to

fluctuations in total spending by facilitating recurring fluctuations
in the output of these goods.




CHAPTER IV

 THE ECONGMIC IMPACT OF THE CANADIAN
-~ SALES FINANCE INDUSTRY; 1953-1962

The Cyclical Behaviour of the Canadian Sales Financ
Mstri;' 1953—E§2 _

- In identifying the general ‘turning points of the level of
overall economic activity in Canada during the years under review we

rely, as do other writers on analogous phenomena, on the reference

cycle dates determined by Dr. D.J . Daly.l These are as follows:

June, 195 | Trough
April, 1957 " Peak
April, 1958  Trough
Jamuary, 1960 Peak |
March, 1961 - Trough

The data refer to the "ten largest companies" group described elsewhere,
which may be taken as being synonymous with the sales finance industry.

‘ Table IV-1l shows that the industry's total outstandings varied
congistently in a strongly procyclical faaﬁion and, as Mr. Coyne implied
and the earlier hypothetical discussion indicated they mﬁld, they

IH.G. Johnson and J.W.L. Winder, Lags in the Effects of Monet.

Policy in Canada, A working paper for the Royal Commission on Banking and =

Finance, Ottawa, Queen's Printer, 1962, p. 22.

-7 -



TABLIE IV=-1

CYCLICAL TURNING POINTS AND AMPLITUDES IN TOTAL NOTES
RECEIVABLE OF THE TEN LARGEST SALES FINANCE COMPANIES
AND REFERENCE DATES FOR CANADA, 1953-1961

Lag (No. of R
(Quarters) R ‘
Turning Point Total Notes Total Notes Receivable Per Cent Change-
Total Notes Receivable Behind Seasonally Adjusted @~  Trough to Peak and
Reference Date Receivable Reference Date (millions of dollars) Peak to Trough
Trough I / 1954 IV / 1954 (2) 737
Peak I /1957 IIT / 1957 (2) | ,20 +6)y.2
Trough II / 1958 III / 1958 - L8 - 1.6
Pesk I /1960 IV / 1960 (3) 1,372 s22.7
Trough I /1961 v / 19612 (3) 1,284 = 6

8 Turning point not estsblished: series shows decline at latest figure for IV / 1961.

Source: Federated Council of Sales Finance cbmpaniaa.
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turned upward and downward after the level of economic activity did.
It is worthwhile to look also at the cyc]ical. turning points of the
main constituents of the industry's lending operations, s:!.nce‘ they are
not identical with one another, and because thege.constituents have been
evolving during the years under review. Table IV-2 shows the dates of
the turning points of loans extended on new cars and total sales of
passenger cars. It indicates that the 'troughs of losns on new cars
lagged behind those of the level of economic activity on each of the
three occasions, tut that the peak of the former lagged behind that of
the latter on one occasion and led it on the other. (It slso indicates
that these turning points have a certain tendency to lag behind those
of sales of new passenger cars.) The turning points in the level of
loans on used cars and other consumer goods are shoun on‘ Table IV=3.
It is interesting that all three troughs of loans on used cars lagged
behind those of the reference cycles but that there waé a lead between
both of their respective peaks. Table IV-l gives 'the amplitudes of
each of these cyclical swings. _ | |

The relative brevity of the overall interval :I.:ppoges a degree
of tentativeness upon any generalized statement of the cyclical cpa_racter
of sales finance lending in Canada. It is therefore useful to refer
briefly to evidence of essentially similar patterns traced by commodity
instalment credit in the U.S. during most of the past three decades.
The peaks and troughs of the reference cycles are analytically analogous



TABLE IV-2

CYCLICAL TURNING POINTS IN NEW AUTOMOBILE RETAIL PAPER
PURCHASED BY THE TEN LARGEST SALES FINANCE COMPANTES
TOTAL SALES OF NEW PASSENGER VEHIGLES AND
REFERENCE DATES FOR CANADA, 1953-1961

No. of Quarters Lead (or Lag)

Total Sales of New Automobile New Automobile Retail Paper Compared to:

Reference New Passenger Retail Pgper Total Sales of New

Date Vehicles Purchased Reference Date Passenger Vehicles
Trough II / 1954 Iv / 195, IV / 1954 (2) 0
Peak I /1957 II / 1956 IIT / 1956 2 (1)
Trough II / 1958 IV / 1957 oI / 1958 (1) (3)
~ Peak I/ 1960 o / 1960 IT / 1960 (1) 0
Trough I/ 1961 I/196 o / 1961 (1) (1)

Source: Federated Council of Sales Finance Companies.



TABLE IV=-3

CYCLICAL TURNING FOINTS IN USED AUTOMOBILE PAPER AND OTHER CONSUMER
GOODS INSTAIMENT PAPER PURCHASED BY THE TEN LARGEST SALES FINANCE
COMPANTES AND REFERENCE DATES FOR CANADA, 1953-1961

No. of Quarters Lead (or Lag)

Other Consumer Compared to Reference Date:

Reference Used Automobile Goods Paper Used Auto Other Consumer

Date _ Paper Purchased Purchased Paper Goods Paper
Trough  II / 19%) | Iv/ 195) II / 195 (2 -
Pesk I/ 1957 IV / 1956 T / 1956 1 3
Trough  II / 1958 IV / 1958 I/19% (2) (3)
Peak I/ 1960 IV / 1959 IV / 1959 1 : 1
Trough I / 1961 v / 1962 v / 1962 (3) 3

a Turning point not established: 'series_shows_ decline at latest figure for IV / 1961._
Source: Federated Council of Salés Finance Companies.

-1 -
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TABLE IV-);

AMPLITUDES OF RETATL CONSUMER PAPER PURCHASED
BY THE TEN LARGEST SALES FINANCE

COMPANIES, 1953-1961
(millions of dollars)

Amnual Rates (Seasonally Adjusted) at Turmning Points

- Trough
Pesgk
Trough
Pegk
Trough

Trough to
Peak

Peak to
Trough

Trough to
Peak

Peak to
Trough

New Auto
2y7.8/ IV-195Y

498.4/I11~1956

L46.8/ II-1960
368.1/ II-1961

New Auto
+101.1.
- 30,7
+ 9.4

- 1705
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to those used above in relation to the Canadian economy, and the
intervals covered are 1929 to 1940 and 1948 to 1962.

Chart IV-1 concerns the first interval, and shows that the
turning points of total outstandings consistently lagged behind those
of the general level of economic activity. Chart IV-2, which deals
with the second interval, tells a rather more complicated but still
similar story (quite apart from the references to Regulation W that
relate to the question of regulation of commodity instalment credit,
which will be taken up below). Again we observe the same general
tendency for the peaks and troughs of total outstandings to lag behind
those of the reference cycle. |

The Behaviour of the Indus Compared with that of Other
Canadian Financial Institutions; 1953-1962, as Seen
the Royal Commigsion on Banking and Finsnce

The Royal Commission on Banking and Finance explored the question
of how fInctuations in the operations of the sales finance industry
compared with those of other financial intermediaries in this country.
Procedurally, the Commission first selected a specific criterion for
each of the seven important Canadian financial intermediaries as being
an a'ppropriate indicator of that institution's evolution.2 Next, it

2mme following seasonally-adjusted quarterly series were used:
Chartered banks: currency and total deposits.
Quebec savings banks: total deposits.
Mortgage loan companies: deposits and debentures of four




U.S. EXPERIENCE

MILLIONS MILLIONS
OF CHART IZ-1 OF
DOLLARS v DOLLARS

Instalment Credir
Outstonding
Scale e

- Extension
15004 - «=Scole

Repoyments
10000 \/\:.— Scole

500

']
0 1929 1930 1931 1632 1933 1934 1935 1936 1937 1938 1939 1940

SOURCE: McCRACKEN, MAO, AND FRICKE, OP. CIT.

BILLIONS OF DOLLARS CHAR' N-2 EILLIONS OF DOLLRS
50
P
2 L
oL » 4
Instalment Credit l
L Outstanding
%L 0
4L
12 3 2
0% i
2 Scole
8 Extensions 1"
—""- N
é N Repayments
Scale
4 * do
2 b
o L 2 2 'l 4 i I Iy ry a

1948 1949 1950 1951 1952 1953 1954 1655 1956 1957 1958 1959 1960 198) 1962

SOURCE: McCRACKEN, MAO, AND FRICKE, OP. CIT.



estimated the long~term trend of each indicator, and then computed the
percentage of each observed value of the indicator series of the trend
value at the same date. By so expressing the respective indicators the
Cormission sought to depict their cyclical movements. The results are
given by Chart IV-3, and the Commission summed them up in the following

waye.

"The...behaviour of all institutions but
the sales finance and small loan companies has
been broadly similar. In periods of restraint
such as 1955~57 and 1959 their rates of growth
have fallen sharply when the central bank has
brought pressure to bear on the system's cash
regerves and interest rates have risen. Simie
larly, they all tend to expand rapidly at the
same time, as in 195455 and 1958. On the other
hand, the assets of sales finance and consumér
loan companies have grown more rapidly than
usual in years such as 1956 and 1959 when
interest rates were high and the total resources
of the other institutions were under pressure,
and have grown less rapidly or declined in
periods of easier money."3

By way of explanation of thié tendency, the Commission echoes
the views of the Bank of Canada regarding the interest~inelasticity of
the demand for sales finance company facilitd.ea.h But, unlike the Bank,

companies. -
Trust companies: deposits and certificates of eleven

companies.
Caisses Populaires: deposgits.
Sales finance companies: loans receivable.
Small loan companies: 1loans receivable.

3Report, p. 219. (Ewphasis added.)
bpiq.
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it places a quite different normative interpretation on the situation.
This is worth noting because it relates to one of the basic questions
involved in this study. |
#"This, of course, is how a price system should
work. The cyclical behaviour of the liabilities
of sales finance and consumer loan companies shows
that funds do flow to the borrowers willing to pay

mogt for them, particularly when rates are high
and funds are limited. Thusg, the fact that lending

by sales finance and consumer loan companies rosge
in the tight credit conditions of E%? and_1959
is not evidence of a failure in the workings of
general monetary policy but of an appropriate
response_to market forces."5

This approach to events tends to affirm the supremacy of the market

mechaniam over the sort of criteria invoked by the Bank of Canada.
More significantly, howsver, it also testifies implicitely to the
inadequacy of monetary policy under the kind of conditions that have
prevailed in Canada during the greater part of the postwar era. We
will consider this matter further in Chapter VI.

The Commission also shed some light on another pertinent question:
namely the allegedly unique tendency of the sales finance industry to
expand losns in the face of restrictive monetary policy, especially in
comparison with the banks. '

"It should also be recalled that bank lending
was rising through much of this period in response
to rising loan demand from both business and
consumers, even though the total assets of the

banks did not grow significantly. The banks were
able to finance this increased lending by running

SThid. (Emphasis added.)
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down their holdings of more liquid assets in
which, unlike the finence companies, they find
it profitable to invest on a large scale when
loan demand is weak. A comparison of the growth
of the sales finance companies' receivables with
that in bank general loans in the periods of
most rapid cyclical increase, when total bank
assets were under restraint, shows that from
mid-1955 to mid=-1956 the increase in bank loans
was $875 million, or about 27%, compared to an
increase for the companies of $279 millien, or
314. In the year ending in September, 1959, bank
loans actually rose more rapidly, 23% against 9%
for finance company receivables; the absolute
increases were $950 million and $110 million
respectively. .

"Thus, although the total _.agsets of the
companies and the banks behave differently durin
much of a period of restraint, their lending
regponse ¥as been much the same. In the latter
stages of such periods however, after the banks!
iending.has virtually ceased to. grow, the finance
companies have continued to increase their
receivables, particularly from buginess, because

of their continnal ability to attract funds. For
example, the banks' loans roge by 5% from mid-1956
to mid-1957 while the instalment finance companies
increased their receivables 16f. In the six months
following September 1959 when the banks' general
loans declined about 3%, after allowances for
seasonai variations, finance compa%y receivables
roge a further $65 million or 6%."

We will explore these considerations further in the last section
of this chspter. Before doing so, two other aspects of the Commission's
appraisal of the sales finance industry's behaviour should be noted
briefly. It pointed out, firstly, that like all operators in imperfect

markets, sales finance companies cannot adopt an entirely impersonal

6hid. (Emphasis added.)




approach to their custémers, and respond only to short-term factors.
Secondly, as to the basic determinants of fluctuations in the lending
activities of the industry, the Commission significantly observes that

"Even more than the banks, whose reactions
are also delayed and incomplete, the companies
are affected by demand factors. Cyclical
increases in their assets thus come to an end
not primarily because of the state of financial
markets and shortages of funds, although the
have scme influence, but because the demand
for automobiles and the other goods they finance
ultima woakensSce oo

The Industry's Impact as Seen by the Bank of Canada during 1955-1956

We have alluded to the views held by the Bank of Canada concerning

the sales finance industry's impact on the Canadian economy. It is now
appropriate to cite them in a more complete fashion. The following
passages gppeared in Mr. Coyne's Ammual Report for 1956s

A special case of credit expansion feeding on

the process of activation of inactive deposits
assumed significant proportions during 19%5 and
1956, namely, a very large increase in the volume
of congumer credit, particularly as financed by
instalment finance companies. An increase in the
amount of consumer credit ocutstanding mesns an
increase in the amount of consumption in excess
of income: such dissaving on the part of some is
made possible because others consume less than
their incomes. At a time when all the saving that
can be accomplished is needed to provide resources
for the capital investment programme and thereb
expand productive capacity, diversion of an
increasing amount of savings to finance consumption
is something of an anomaly. The total increase of

TIbid. (Emphasis added.)
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consumer credit in 1956 was not as great as in 1955
because in 1956 the chartered bsnks reduced by &6
million their direct personal loans of this character,
whereas in 1955 such loans increased by $89 million.
Other forms of consumer credit increased by $250
million, in 1956, the rate of increase being
particularly marked in the case of instalment

finance companies and perscnal loan compsnies.

"Finance companies ¢ on an operation which
is in all essentials banking, but are not restrained
b; 8 in mone conditions. They are able to

campete for deposits through the sale of 3 of short~tem
er in the mcne marketand'boraiserundsin
gsecuri ties markets any neces rate of
interest for these ges, for increased interest
cogts do not appear to deter consumer borrowing.
Banks not charge more than interest on loans.
Finance companies are not nmited :I.n th:l.s resgpect

r .OF mMore. Sone of the anies are .
subgidiasries of large foreign corporations and can
obtain funds directly from them. Finance anies
are not required to maintain reserves nor are the

subject to regulation in the way that banks, life

insurance companies and some other :lnvesiznent

institutions are.

®*In a time of inflationary pressure finance

companies tend to make credit 'easier'==by i
dower down-payments and permitting longer time for

ent, as. ened in 1956 snd 19 articular
in the case of automobile financing--whereas other
ingtitutions at such tdmes tzjy to move in the opposite
direction. By : : apid increase in dia-

D on the part
of a &g ﬁ.cant roportion of the population a
large increase in consumer credit adds to the less
healthy ~features of a boom, and the need to pay back
such 1ncreased loans may coincide with a period
of post-boom recession and increase its severity.
While consumer credit may be a useful adjunct of
modern merchandising, large fluctuations in the
volume of such credit make it a de-stabilizing
factor working against the stabilizing efforts of
fiscal and monetary policy. The existence of what
amounts to a rival banking system, competing for
deposits and short-term funds in order to make
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short-term loans to finance consumption (and to an
increasing extent the instalment finance companies
also make loans to industrial, contracting trans-
portation, merchandising and other businesses) without
supervision or regulation, and out of step with the
trend of credit policy in the regular banking system,
can be a definite handicap to monetary policy during
a boom, and will also have de-stabilizing effects
during any recession of activity that may ems'ue.-"8

Accordingly, Mr. Coyne explains, he attempted to persuade the
members of the sales finance industry to exercise self-restraint, but
in vain. He therefore suggested to the banks that they curtail their
loans to sales finance companies, and the banks did g0.”

We have in the foregoing, with its unmistakable echoes of
Gurley-Shaw rhetoric, a very comprehensive indictment of the Canadisn
sales finance industry. It is charged explicitely with having a
general tendency to promote both inflationary and deflationary présures.
It is charged with facilitating misallocations of Canada's econocmic
resources during inflationary times. And it is charged with having a
singular capacity for obstructing monetary policy, especially of the
anti-inflationary variety. It is allegedly able to subvert anti-
inflationary monetary policy because the interest~inelagticity of the
demand for its facilities is such that it can outbid other institutional

borrowers; because it has access to the funds of foreign corporate

8B.epari'. of the Governor of the Bank of Canada for 1956, Ottawa,
Queen's Printer, 1957, PP 2527+ (Emphasis added.

9Ibido, pPp. 8"9 and PP 3h'35.
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affiliates; and 'becaus'e, unlike other financial intermediaries, it is

not subject to any kind of public con'bml.lo

The Enigma of the Bamk of Canada's Assessment of the Commodity
Instalment Credit Situation during the Late-'Fifties

Given the time when it was released, the above indictment can,
of course, be linked directly only with the events of the mid-fifties.
Thus we again encounter the very intriguing and pertinent matter,
mentioned in Chapter II, of the events of the late 'fifties. Then, as
before, the sales finance industry behaved, as will be described in
detail below, in a markedly expansionary fashion. Then, even more than
before, the Bank of Canada was acutely concerned with the dangers of
inflation. And then, as they had done before, the banks drastically
reduced their loans to the sales finance industry. But here the
resemblance between the events of the two periods ends. Notwithstanding
the generality of the phraseology that had' been used earlier, the Bank
of Canada made no public statement on the latter occasion concerning
the industry. Nor, evidently, did it make any attempt to privately urgs
self-restraint on its members.n Moreover, the Governor noted publiclyl

10y, Coyne's 1956 indictment also implies that the effects of
the sales finance industry's lendings to entrepreneurs have tended to be
similar to those of its lendings to consumers. In addition, he makes no
reference to the bshaviour of suppliers of analogous types of credit.
We will explore these considerations elsewhere in this chapter.

see footnote 18 in Chapter VI.

12Annual Reports of the Governor of the Bank of Canadé for 1958,
1959 and 1960, pasgsinm.



how the banks had expanded their own lending on consumer durables, at
the very time when they were maldng gtrenuous efforts to inhibit the
ability of the sales finance industry to do so. It is also relevant
to recall the retrospective comment by Mr. Rasuinsgky to the effect that
the entry of the banks into the sales finance field on a large scale
during the late 'fifties was to be regarded as a rectification of an
earlier inequitable situation.

This ambdguity notwithstanding, the Bank's critique of the
industry's role raises, in a more explicit form than emerged in
Chapter II, a number of questions as to its conception of the relevant
economic forces and of its own role in relation to them. These will
be discussed more exhaustively in the last chapter'of this study, but
it is useful to briefly foreshadow a few basic considerations here.

The Bank focused its attention, and therefore its efforts, on the agent
of the troublesome phenomsnon rather than on the phenomenon--the
excessively high levels of demsmd for automobiles and consumer
durableg--itself. In view of the fact that the Bank is a monetary
institution par excellence, this preoccupation with the behaviowr of
other monetary institutions is perh;aps understandable, but the effect,
as we will see below, was to inhibit its capsbilities for efficacious
action. It is this failure to sufficiently distinguish between the
agent and the generator of events and to recognize the character of the
operative market forces that probably accounts for the Bank!s tendency
to almost attribute a congciously obstructive intent to the members of



the sales finance industry. The fact is that sales finance companies,
1ike firms in other uncollusive markets, must operate within the
context of their individual realities. When demand for their facilities
is high they must accomodate it, lest their competitors do so. They
are thus obliged to solicit the necessary wherewithal from whatever
sources are availéble s whether or noﬁ that conforms with the larger
purposes of the central bank. As we will see in the next chapter, the
Bank's inadequate appreciation of and response to these considerations
combined with the industry's access to nonbank lenders to seriously
undermine its restraining efforts.

Our main concern at this point, however, is to continue our
examination of the empirical basis of the Bank's indictment of the sales
finance industry, which was, after all, couched in general tems. We
therefore turn to the behaviour of the industry in relation to the thrust
of concurrent monetary policy and the behaviour of some other lenders

during the years under review.

The Behaviour of the Industry and Certain Other Institutions
‘Contrasted with the Thrust of Monetary Policys 1953_-1932

We now turn to the relationships that existed from 1953 to 1962

between the lending and collecting activities of the Canadian sales
finance industry and the actual directional influences exerted by the
Bank of Canada and, parenthetically, that of certain other suppliers
of credit. It is, of course, a singularly difficult task to identify
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the direction in which the management of the Bank of Canada caused or
wished to cause the economy to move on any given occasion. The nature
of his function is such as to make it highly impolitic for a central
banker to publicly declare his intentions in advance, as can, say, a
minister of finance, in his annual budget speech. It is therefore
necesgsary to infer them retrospectively from whatever ex poste
utterances he chooses to make and, by analogy to Samueison's notion
of revealed preference, from the more objective behaviour of those
econamic variables that are moa_t fully under his control.

The latter approach was adopted by Harry G. Johnson and
John W.L. Winder, in a study ofl various lags in the exscution of
Canadian monetary policy that covers much the same interval as this
study, upon which we will rely extensively 'melw.]'3 They focused their
attention on the two variables in particular whose values depend prima-
rily on Bank of Canada action: the net cash reserves of the chartei-ed
banks and the "money supply®. The former is defined as the total notes
and Bank of Cenada deposits held by the chartered banks less Bank of
Canada advances to the chartered banks under purchase and resale agree-
ments relating to transactions involving treasury bills. The latter is
defined as currency and chartered bank deposits held by the public.

(There are, of course, a mmber of other economic varisbles, such as

interest rates or total bank loans, over whose movements the Bank of

]-'302. cit., pp. 8-18.



Canada has a definite influence. Bat s0 do a variety of other parties,
to a perhaps greater degree collectively, and this makes them less
suitable indicators of the Bank's behaviour.)
It seems a reasonable assumption that it is the nominal rather

than the real values of these two variables over which the Bank of
Canada exercises the most direct control Mt This, however, encounters
- the difficulty that, given the pronounced growth of the Gahadian economy
during the years in question and the accompanying upward movements in
the level of prices, the specific turning points in these variableé
that would denote changes in central bank policy tend to be rather
obgcured. Johnson and Winder met thié problem by resorting to a

. technique proposed by Milton Friedman, whereby intervals during which
the rate of change in these var:l.a'bles was roughly constant are regarded
as characterized by unchanged monetary policy. This makes it possible
to regard the termini of such intervals as the dates at which the nature
of monetary policy underwent changes.

Essentlal though it is tob lcnow. these dates, that knowledge by
itself is insufficient to identify the nature of monetary policy during
elther the preceding, current or following periods. Given the fact that
Canada has an expanding economy, it is also necessary to know how both
the new and the old rates of growth in the monetary variables compared
with the rate that would have been required merely to keep pace with

. 11‘The movements of the real values of these variables are
referred to below. :



the economy's growing needs. This rate of growth in the monetary
variables may be thought of as the rate needed to provide the bank
deposits required to circulete the growing national income at stable
prices. Thus, any change in the rates of growth of the banksg' reserves
and deposits that involved higher growth rates than this "newtral" cne
must be regarded as “expansionary". And, similarly, any change involving
lower growth rates must be deemed “contractionary", even if the direction
of the change is positive. Johnson and Winder derived what they called
the "leng run normal rate of the economy's growth" from the lowest of
the forecasts of Canada's GNP in 1980 made by Wm. C. Hood and A.D. Scott
for the Royal Commission on Canada's Economic Prospects: 3.8% per
anm:un.]'5 Then, because they found‘ that the available empirical evidence
suggests that the income elasticity of demand for money is approximately
wnity and its income velocity of circulation is generally constat, and
choosing to disregard as insignificant the fact thait the ratio of curremcy
to bank deposits has been declining slowly for many years, they defined
- as "neutral" a monetary policy that expanded the net cash reserves of
the banks at an anmial rate of 3.84. From this base they procesded to
specify the following other categorles of mmetary policy according to
the concurrent rate of change of net cach reserves.
textremely expansionary': aonual rate of increase of 1l.4% and over
"expansionary": anmal rate of increase of 7.6% to 1l.h@

- 150utput, Labour and Capital in the Canadian Economy, Ottawa,
Queen's Printer, 1950, p. 220.
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"mildly expansionary®s amual rate of increase from 3.8% to 7.6%
"mildly contractionary": amual rate of increase from 0.0% to 3.8%
"contractionary™: annual rate of decrease from 0.0% to =3.8%
"extremely contractionary": annual rate of decrease greater than -3.8%
They then analysed the movements, over the years under review, of
the banking system's net cash reserves in terms of the above criteria, and
constructed Table IV- 5. A corresponding analysis of changes in the size
of the money supply yielded Table IV-6, and it is noteworthy that the
classificatory results of the two approaches coincide closely. It is also
noteworthy, as Table IV-7 shows, that where the relevant Ammual Reports
of the Governor of the Bank of Canada make references of a qualitative
kind to monetary policy, these references, with only a few exceptions
that are largely attributable to vagaries in the data,16 add an addition-
al dimension of endorsement to the basic meaningfulness of this classifi-
catory technique.
Now a word on the inevitable arbitrariness of the intervals to be
del:lne.ated below. Our main purpose in-this exercise is to develop a
general perspective as to the overall relationghip between the respective

16These probably arise mainly from the changed method of

computing bank reserves that resulted from the 1954 revision of the Bank
Act. It should also be noted that the Bank of Canada encouraged the
banks to borrow from it during 1953 and 195k, in an effort to develop
a Canadian money market. Johnson and Winder used the ™net" cash
. reserves as thelr indicator precisely because advances from the central

bank generally result from the initiative of.the banks, and hence the
cash involved is not really part of "required® reserves. It is therefore
quite possible that the figures used are understated with respect to

1953 and 195L4.
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